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FINANCING PROBLEMS OF MODERN 
CONSOLIDATIONS 


I, SCOPE AND PURPOSE 


CONOMICALLY desirable consolidations are formed 
largely for the purpose of improving earning power of the 
business units interested.’ Larger profit margins, more 

rapid turnovers of capital, or both, are the basic motives. Some- 
times the improvement sought in earning power may also be 
greater stability, less fluctuation from year to year, in the rate of 
profit on net worth. 

Larger profit margins and more rapid capital turnover rates of 
consolidation may be sought in many directions. Buying, selling, 
and advertising expenses may be reduced per unit of product or 
service; purchasing and sales efficiency may be increased to gain 
larger sales volume and a lessened proportionate investment in 
inventories. Production expenses may be lowered, and the in- 
vestment in fixed capital more economically utilized. Savings in 
cross-freights may be the principal benefit contributed by the 
traffic department; lessened labor turnover may reflect the im- 
proved effectiveness of the personnel division; more adequate 
accounting and statistical control at lower unit costs may justify 
the consolidation from an accounting and statistical point of 
view. 

* We exclude consolidations carried through mainly to enable “insiders” and /or 


promoters to reap profits from expanded capitalization or stock market opera- 
tions in the securities of the concerns involved or of the consolidation. 
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Again, research activities may be reduced in cost per unit of 
product and yet greatly expanded in scope and personnel. Im- 
proved administrative and managerial talent and technique may 
be achieved. Administrative overhead may be reduced by elimi- 
nating some executives, by reducing taxes, reporting-costs, etc. 

All of these economies or benefits are financial in the broad 
sense of the word. They are measured in pecuniary terms. Un- 
less they are carefully estimated, the financial structure or cap- 
italization of the consolidation may be badly adapted to its re- 
quirements. 

Nevertheless, we shall here give but slight consideration to the 
pecuniary economies of consolidation attributable to marketing 
(buying, advertising, and selling), production and traffic, per- 
sonnel, controllership, and general administrative activities of 
business concerns. We shall assume that estimated savings and 
benefits to be derived from consolidating these activities should 
be conservatively and carefully measured. 

Our primary interest is twofold: (1) to suggest possible bene- 
fits of consolidation to be contributed by the financing function, 
department, or activities, i.e., by consolidating treasury depart- 
ments; and (2) to discuss the important factors to be considered 
in formulating the financial structure or capitalization of consoli- 
dations. In connection with the second issue, we shall need to 
discuss some of the variables found in specific consolidation situ- 
ations, which complicate the capitalization problems. Our rea- 
sons for thus limiting the analysis should be obvious. Small space 
requires concentration upon but one or two of the numerous and 
complex problems of consolidation. Further, we have not the 
knowledge requisite to a discussion of the issues belonging to the 
fields of specialists in marketing, production, etc., nor do we wish 
to attempt the inevitable duplication of material in those fields. 

We shall assume that the financing function in business in- 
cludes at least the following activities: (1) control of cash bal- 
ances, cash outflow and inflow; (2) control of credit and collec- 
tion terms, and routine;* (3) responsibility for planning the 


? Credit terms will usually be planned in co-operation with sales executives and, 
sometimes, with the president and board of directors or committees thereof. Cred- 
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capital structure (capitalization) of the business and for effect- 
ing execution of such plans;* (4) planning and effecting exe- 
cution of plans for the investment of surplus cash. Much of 
our discussion is a summary and restatement, with some elabo- 
ration at various points, of material found in published sources. 
Summary and restatement seem advisable at the present time 
when consolidation is a topic of wide current interest. We need to 
review pertinent accumulated experience in the light of modern 
problems: (a) to see what, that is old, may be suggestive in the 
solving of modern problems; (0) to revise old opinions in the 
light of present-day conditions; (c) to recognize new problems 
concerning which experience may be of little assistance. 


II. METHODS OF CONSOLIDATION 


The strictly financing problems of consolidation will vary 
with the method of consolidation.* It therefore behooves us to 
outline these methods. Methods of consolidation are: 

1. Informal or loose: 

a) Agreements, trade associations, pools 

b) By lease 

c) By holding company or trusteeship 

. Formal or cohesive: 

a) Amalgamation 

b) Merger 

These methods may be used to attain consolidations of the 
vertical, horizontal, and circular types.’ Obviously a single com- 
pany can integrate in any or all of these directions. Consolida- 
tion of existing concerns takes less time, often means a lessening 


it and collection routine is not always under the jurisdiction of the treasurer; but 
since the general technique used by the latter in obtaining credit is often used by 
the former in granting credit, the arrangement here assumed is logical and often 
expedient in terms of the given situation. 


* The president, board of directors, directoral committees, bankers, and lawyers 
may, and often do, co-operate in developing financing plans. 


* The truth of this assertion will appear later on in the discussion. 


* Vertical integration refers to the reaching backward or forward to control raw 
materials or markets or both. Horizontal integration refers to combinations of 
units doing the same things whether or not in direct competition. Circular integra- 
tion refers to combinations of units dealing in allied or supplementary products or 
services. 
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of competitive costs and wastes, reduces the losses incident to 
launching new businesses or new lines or activities, and may 
have other advantages. 

It is assumed that the legality of any consolidation will be de- 
termined prior to financing it. The rules of common law, state 
and federal statutes, and court decisions may be supplemented 
by consulting the Attorney General of the United States, the 
proper officials of the given states, and the Federal Trade Com- 
mission to ascertain their attitude toward the proposed consoli- 
dation.® 

III, AGREEMENTS, ASSOCIATIONS, AND POOLS 

To the extent that these methods of effecting a consolidation 
are not in unreasonable restraint of trade, they may offer certain 
marketing and producing advantages. Other gains are from im- 
proved competitive ethics; from the pooling of trade data as an 
aid in reducing the risks of the industry; from the sharing of 
experiences, practices, methods, policies; from uniform account- 
ing methods, standards of financial condition, and standard cred- 
it terms. 

The strictly financing economies are not too clearly definable. 
No economies in cash balances or cash flow appear to be signifi- 
cant. Standard credit terms, if strictly enforced (and the risk is 
considerable that they will not be strictly enforced in a loosely 
knit consolidation), may reduce the combining companies’ in- 
vestments in receivables, thus reducing the risk and loss from 
credit extension as well as, perhaps, quickening the turnover 
rate for receivables and, to this extent, improving profit margins 
and total capital turnover rates. In this way, as is true for any 
and all non-financing economies, capital needs may be reduced, 
interest expense lessened, and a stronger balance sheet presented 
to creditors and stockholders. 

Improved earning power will strengthen credit standing, thus 
tending to reduce the cost of borrowed funds and to raise the 
dividend paying power and market values of common stock—in 
short, to enable expansion or refunding to be financed more easily 


° Cf. Mergers and the Law, National Industrial Conference Board. 
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and economically. Reduced risks due to improved trade ethics 
and to pooled trade data help financing in a similar way. 

Standardized accounting reduces competitive risks and also 
aids financing plans and operations very directly. Standard 
financial ratios for industries and for industry groups classified 
according to the age, size,’ plant location, character of products 
and/or processes, market areas, and rate of profit on net worth 
of the individual concerns, assist financial executives in planning 
financing with a view to maintaining standard balance sheet and 
income statement relationships, and point to ways of improving 
financial structures and of avoiding poorly adapted capitaliza- 
tions. They may even suggest lines of investigation to be taken 
by non-financial executives for the purpose of bettering the 
profit showing of the business. Valuation of assets, income and 
expense, and classification and arrangement of accounts may be 
made more uniform, the more desirable practices being adopted. 
This will facilitate financing by aiding development of standards 
for bankers, other creditors, and stockholders. 

The financing plans of the consolidation by means of pools, 
associations, and agreements call for no discussion. The indi- 
vidual units are not so combined as to call for any new financing 
by the unit of consolidation. Assessments, dues, fines, etc., care 
for the expenses of the “consolidated” organization. Whereas 
the financing problems are reduced to a minimum, so also are the 
financing advantages. 


IV. CONSOLIDATION BY LEASE 


The weaknesses of the very loosely knit consolidation by 
means of associations, pools, agreements, etc., are, to some extent, 
remedied by the use of the lease as a means of combining business 
units. Assuming marketing, production, and other operating 
gains, the lease has certain financing advantages as a legal form 
of consolidation.’ First, the procedure is relatively simple. 
Lessee stockholders need not be asked to consent to the lease; 


* Measured by sales volumes or total assets. 

* Any more formal consolidation is, perhaps, less likely to be subject to sus- 
picion and prosecution under anti-trust laws, than the association or agreement 
which is given less publicity—is more secret. 
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only stockholders of the lessor must approve by unanimous 
vote, unless the company is failing when the required vote of 
the board of directors or a majority vote of the stockholders will 
often make a lease valid. 

Second, the leased property may be allowed to return to the 
lessor at the expiration of the lease, in event it proves unprofit- 
able. It is more difficult to unscramble a merged property or to 
segregate properties consolidated by amalgamation or merger. 
Leased property may be tied up indefinitely by purchase of a 
controlling interest in lessor’s voting stock. The stock may then 
be resold if and when the leased property reverts to the lessor. 
This may prove difficult or occasion a loss if there is no market 
for the stock or if the leased property has not proven profitable. 
If leased property becomes unduly burdensome, the lease may 
be abrogated and later, by court permission, sloughed off by the 
receiver for the lessee—but this is a desperate measure. 

Third, since the lessee does not purchase the property, no 
financing is required by the lease, as such. The financing prob- 
lems arise in connection with additions, betterments, and im- 
provements to the leased property. The point will be discussed 
later. 

Financing economies of consolidation by lease need be but 
mentioned at this point. Most of them may accrue whether con- 
solidation is affected by lease, holding company, amalgamation, 
or merger. They will be discussed in detail later, in connection 
with amalgamation and merger. 

One financing advantage peculiar to the lease method of con- 
solidation merits some discussion. Besides the general support 
given lessee’s credit on account of control of a valuable property, 
besides the added borrowing power of the lessor’s property due 
to the lease contract, the leasehold itself may attain market val- 
ue, thus specifically adding to the assets of the lessee. Any excess 
of the market rental over the contract rental may be obtained in 
cash by sale and assignment of the lease. Presumably the present 

* The law usually assumes that lessor stockholders have a right to elect their 
management, to have their management in full control of the business and to share 


in all net profits, unless they consent to the contrary by unanimous vote. Cf. Ger- 
stenberg, Financial Organization and Management, p. 576. 
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value of the yearly excess for the remaining period of the lease 
will be realized. The exact sale price will usually be higher or 
lower, depending upon the requirements of the purchaser, the al- 
ternatives of the seller, and the probability that the higher mar- 
ket rentals will persist or increase or decrease. 

The financing disadvantages of consolidation by lease are 
significant if an experimental, temporary consolidation is not 
desired. Maintenance of lessor’s corporate organization necessi- 
tates payment of corporate taxes levied against the corporate 
unit as such, reporting duties are greater than when lessor is 
purchased by amalgamation or merger, and administrative over- 
head may not be reduced to as low a minimum. Lessor corpora- 
tion must pay federal income taxes on its rent receipts. This 
could be avoided by lessee issuing collateral trust bonds secured 
by lessor’s stock owned by the lessee, i.e., by a form of financing 
under the holding company method of consolidation. 

The risks of litigation over terms of the lease are significant, 
if history be taken into consideration. Nevertheless, history sug- 
gests points of weakness in lease agreements and assists mate- 
rially in avoiding legal difficulties by facilitating definite and 
comprehensive construction of the contract. 

The cost of assuming control of leased property by purchase 
of a controlling interest*® in lessor’s voting stock offsets, in part, 
one of the main advantages of the lease, namely, that it requires 
no financing to gain the use of the property. 

Finally, there are often some difficulties in financing additions, 
improvements, and betterments to leased property. Lessee may 
issue its own securities. These may or may not be collateraled 
by securities of the lessor. Thus, the advantages of unified 
financing on the combined credit of the two parties are obtained.”* 
Limitations are faced, however. The lessee must be sure it is to 
be paid the fair value of the improvements at the expiration of 
the lease unless the collateral purchased from the lessor may be 
said to represent the fair value of the investment. The difficul- 

* The question of what constitutes controlling interest in voting stock is dis- 
cussed in connection with the holding company. 


* But see pp. 129-30. 





116 THE JOURNAL OF BUSINESS 


ties of determining fair value are numerous. The lease contract 
may reduce them by stipulating the methods to be employed in 
the process. But, if the leased properties are viewed as experi- 
mental additions to the main properties, the lessee may be loath 
to directly pledge its credit in their behalf. 

Therefore, leased property additions, etc., may be financed 
by issuing securities of the lessor corporation. The lessee may or 
may not pledge its credit indirectly by guaranty and/or indorse- 
ment. It may hesitate to do this so long as the leased assets are 
regarded as temporary or experimental additions to its own prop- 
erties. Thus the major advantages of unified financing are not 
obtained. 

In case the properties to be consolidated are clearly worth it, a 
long-term lease has practically nothing in its favor. All the 
financing advantages of the lease, save one, can be obtained by 
other methods of consolidation. The one advantage lost is the 
necessity for financing the consolidation. This factor varies in 
importance from case to case and from time to time. 


V. CONSOLIDATION BY TRUSTS AND HOLDING COMPANIES 


These devices, taken together, possess much of the elasticity 
of the lease, but unscrambling of the properties is usually more 
at the option of the group controlling the properties than in the 
lease arrangement. The voting trust has a more limited and un- 
certain legal life than the holding company. Furthermore, in the 
absence of statutory authority, voting trusts for the control of 
corporations are illegal’* on the grounds that (a) corporations 
cannot form partnerships—the voting trusteeship partaking of 
this character when used to control a number of corporations; 
(6) corporations cannot delegate their power and authority; 
and (c) corporations cannot consolidate save with the approval 
and in the manner determined by the state statutes of the states 
of incorporation. There is little reason to use the voting trust 
for consolidation purposes since all the ends desired may be more 

” Cf. Stockder, Business Ownership Organization, pp. 232-34. This rule applies 


when the stockholders and not corporations themselves are parties to the trust 
agreement. 
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certainly achieved, with less chance of unfavorable public reac- 
tion and legal inquisition, by means of the holding company. 

The holding company is a term subject to varying definitions. 
We shall here consider it to mean a corporation owning control- 
ling interest in the stocks or debts of a series of corporations for 
the purpose of operating them. There is no practical difficulty in 
forming a holding company, providing no clash with anti-trust 
legislation is likely. 

As a legal device for consolidation, the holding company of- 
fers certain advantages having distinct financing significance. 
The corporate charters, powers, and names of the controlled 
units are kept intact. Regulations adverse to foreign corpora- 
tions are often avoided.’* Thus certain earning-power values 
of controlled units may be undisturbed by consolidation, and 
the holding company may exercise powers not otherwise per- 
mitted it. 

Again, purchase by a holding company of a controlling inter- 
est in the voting stocks of subsidiaries does not necessitate ap- 
proval of stockholders of either the subsidiaries or the holding 
company. The difficulties of dealing with recalcitrant stockhold- 
ers may thus be avoided. They are possible obstructions when 
consolidation is to be effected by lease, amalgamation, and 
merger. 

Holding companies, furthermore, may experiment with vari- 
ous subsidiaries to ascertain the relative benefits and disadvan- 
tages of owning and operating each one. Unsatisfactory tie-ups 
may often be readily disposed of by selling the securities owned. 
There is no liability attaching to the holding company other than 
its investment in the subsidiary. This is not true for the lease. 
Nor do amalgamation and merger offer as easy exit from the 
control of properties found unsuitable or unprofitable. 

The capital requirements of consolidation by means of the 
holding company may be less than those of amalgamation and 
merger. (Purchase of a controlling interest in voting stock in- 

* For example, in some states a foreign corporation cannot own real estate. 


Franchise taxes, license fees, and capital stock taxes may be higher for foreign 
than for domestic corporations. 
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volves a smaller investment than absorption of the total net as- 
sets ).‘* Quiet and steady accumulation of voting shares in the 
market and/or negotiations with competing groups of stock- 
holders of the subsidiary may avoid the troubles of evolving a 
financing plan of amalgamation or merger, which often prove 
unsurmountable because all the “interests” cannot be satisfied. . 

The dangers of purchasing control are: (a) bidding up of 
shares to an exhorbitant market price; (0) eliminating a ready 
market in which shares may be resold if desired; and (c) inabil- 
ity to purchase complete control, as the market advances, with- 
out resort to public or private negotiations for shares, which may 
raise their cost. Published offers to purchase shares from any 
one tendering “good delivery,” at a fixed price in cash and/or 
shares and bonds of the holding company, are quite successful 
when the offer assures those accepting it an opportunity to obtain 
more than they offer in par and market values, either now or 
later. This avoids the complications of “rigging the market” 
while purchasing control or of being forced to pay unduly high 
prices to an organized minority in order to secure the necessary 
“balance of power” needed to complete purchases already made. 
In some cases, the purchase of control of a corporation has been 
carried through by “clubbing the stockholders” of the corpora- 
tion. The holding company has purchased a large proportion of 
the debts of a concern and threatened to force payment when 
the obligor has been unable to pay or to refinance. Under these 
conditions, the stockholders of the obligor concern have been 
“glad to listen to reason.” 

The determination of offering prices or exchange ratios, when 
the holding company exchanges its shares for those of the pros- 
pective subsidiary, is, in kind, like the problem of evolving a 
financial plan for amalgamation and merger. One difference is 
that the problem of distributing control of the holding company 

* The purchase of at least 80 per cent of voting and also of the total of all other 
classes of shares is necessary to assure control as defined by the federal income tax 
laws; but actual, assured control is defined by state statutes and the charter and 
by-laws of the specific corporation. To be certain of power to control ail activities, 
the holding company must purchase the largest majority of shares required by law 


to approve each important matter of corporate policy. Purchase of control may be 
a first step toward amalgamation or merger. 
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is not usually important. In other respects, however, the “deal” 
must be such as to appeal to stockholders on much the same basis 
as financial plans of amalgamations and mergers. For the time 
being, we postpone discussion of these matters. 

The possible financing economies of the holding company 
method of consolidation are the same as those of the amalgama- 
tion and merger. We shall discuss them in a later section. 

The collateral trust bonds of the holding company, secured by 
the stock of subsidiaries, may be used to finance acquisition 
thereof. This gives the holding company no necessary advantage 
over the merger or amalgamation. The iatter, as well as the 
former, can issue stocks and/or debentures for the same purpose. 
The merger or amalgamation can use the assets acquired to 
support mortgage bonds. The possible advantage of the holding 
company in this connection lies in the possibly greater degree to 
which the equities of subsidiaries can be “thinned” by a series 
of financing transactions. This point is one of current danger 
and will be referred to in another connection. 

Certain other advantages have been attributed to the holding 
company as a legal device for effecting consolidation.*® It is 
urged that the continued existence of subsidiaries enables the 
holding company to capitalize on the values of the subsidiaries’ 
corporate names in local markets, to achieve in full the good-will 
surrounding local officers and directors, and to more readily com- 
mand the support of local capital markets. 

Whereas a corporation cannot employ a pseudonym, it may 
allow its merged or amalgamated branch or subsidiary units to 
retain the names they formerly had, amended to indicate that 
they are branches of the corporation and not independent cor- 
porate units. Local officers and local support can be obtained 
quite as well by merger or amalgamation as by the holding-com- 
pany arrangement. Brands, trade-marks, and trade-names are 
not necessarily lost in either case.’* It may be, however, that 

* Cf. Gerstenberg, Financial Organization and Management, chap. xxxi. Other 
writers make similar statements. 


* Nor, of necessity, must a holding company, merger, or amalgamation dis- 
sipate money and time in attempting to make and/or sell “too many” brands or 
trade-marks or names or products. 
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local financing is more easily effected by the use of separate cor- 
porate units. More depends on the policies and methods of the 
dominant group than upon the form of legal organization. 

Again, it is argued that managerial efficiency is likely to be 
the greater if separate corporations are maintained. Friendly 
rivalry among the managers of different subsidiaries is stimu- 
lated, and operating data from separate units evolves develop- 
ment of more adequate standards by means of which efficiency 
may be rated and improved. Mere time comparisons of data are 
supplemented by geographical and plant-unit comparisons. 

Nevertheless, a merger or amalgamation may so organize in- 
ternally that plant, geographical, and product units may be given 
separate operating managements. Records may be kept to facili- 
tate inter-unit comparisons and to aid development of operating 
standards. Here, again, the form of organization is less signifi- 
cant than the policies and practices of the dominant adminis- 
trative group. 

The limitations of the holding company as a method of con- 
solidation may be briefly sketched. The multiplication of corpo- 
rate units multiplies corporation taxes and the expenses of 
reporting to state officials, and of holding directors’ and stock- 
holders’ meetings. Where a corporation is legally “doing busi- 
ness” in many states, however, it may effect a net saving by sepa- 
rate incorporation of subsidiaries within the states in which they 
operate. In this way discriminatory taxation may be avoided 
and the capital stock and franchise taxes reduced below what 
would be assessed the parent company doing business as a for- 
eign corporation. Careful survey of tax and corporation statutes 
is needed before the holding company plan is adopted. By 
shrewd planning, a corporation may sometimes avoid the legal 
status of “doing business” in a foreign state. 

One of the outstanding modern dangers of the holding com- 
pany, to management as well as to investors, is also one of the 
holding company’s greatest advantages. We refer to the oppor- 
tunities afforded for “pyramiding” of debts and equities on the 
underlying values of operating assets. A point is reached when 
very slight changes in the gross earnings of the operating prop- 
erties effect tremendous changes in the net profits of holding com- 
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panies. While diversified holdings reduce this risk, they do not 
eliminate it. 

To take a concrete example, the X corporation is a holding 
company formed to purchase controlling interest in several pub- 
lic utility operating corporations. The latter are incorporated in 
the states in which they operate largely because no benefit is 
derived by incorporation elsewhere and because to merge them 
with the holding company would submit the latter to direct con- 
trol by utility commissions. The consolidated balance sheet of 
the operating companies shows tangible operating assets of 
$10,000,000; 6 per cent bonds of $5,000,000, or 50 per cent of 
assets; 7 per cent preferred stock of $2,000,000, common stock 
$2,000,000; and a surplus of $1,000,000. The combined operat- 
ing profits available for interest, federal taxes, and dividends 
are $800,000, or 8 per cent on the value of operating assets. 
Bond interest takes $300,000 (earned 22% times), leaving $500,- 
ooo for the stock (before federal taxes). Preferred stock divi- 
dends are $140,000; balance for common and federal taxes is 
$360,000, or at the rate of 18 per cent on the par value of the 
common stock, and slightly less on the total net worth. 


The holding company now purchases 80 per cent of the com- 
mon and preference stocks of all the operating companies paying 
book value therefor (market value might be higher or lower), or 
$4,000,000. To finance the transaction the holding company 
issues $2,000,000 of its 5 per cent collateral trust bonds, $1,500,- 
ooo of 6 per cent preferred stock, and $500,000 of common 
stock.** The balance sheet of the holding company is as follows: 


ASSETS LIABILITIES AND NET WORTH 


Investments in stocks sSpercentbonds . . $2,000,000 
of subsidiaries . . $4,000,000 6 per cent preferred 

stock. . . . . 1,500,000 

Common stock .. 500,000 


Total . . . . $4,000,000 


“ The formation of the holding company might result in rising market prices 
for the stocks of operating companies so that their value on the books of the hold- 
ing company might be more than their book value. Bond and preferred stock 
rates of the holding company might well be less than those rates for the operating 
companies. 
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The consolidated income account of the holding company 
might appear as follows: 


Net operating earnings . $800,000 Carriedforward . . . $400,000 
Interest on bonds of sub- Interest on holding com- 
sidiaries. . . . . 300,000 pany bonds. . . . 100,000 


Balance . . . . . $500,000 Balance for taxes and divi- 
Minority shareholders . 100,000 dends . . . . . $300,000 
Preferred dividends . . 90,000 
Balance for bonds of hold- 
ingcompany . . . $400,000 Balance for taxes and com- 
mon stock . . . . $210,000 

A total debt of $7,000,000 rests on tangible operating proper- 
ties of $10,000,000 (a 70 per cent as compared with a 50 per cent 
proportion of debt to assets of the operating units). Holding- 
company bond interest is earned 4 times as against 224 times in 
the case of the operating companies. Holding company common 
stock earns 42 per cent, before federal taxes, as compared with 
18 per cent on the common stock of the operating companies. 
The example could be carried farther. A superholding company 
might purchase 80 per cent of the stock of the holding company. 
If, in the meantime, the shares of the latter had had a rapid ad- 
vance in the market, the superholding unit might finance on 
these market values largely by bonds and preferred stock, and 
increase the percentage earned on a very small total of common 
shares. 

But let us observe the effect on the X corporation of fluctua- 
tions in the income of its operating subsidiaries. Let us assume 
that the operating results of a “good” and a “bad” year are as 
shown on the opposite page. 

The rate earned by the common stock of the holding company, 
in the “bad” year is over 32 per cent, as against 42 per cent in 
the “good” year. A decline of but 2 per cent in operating reve- 
nues coupled with a rise of but 4/10 per cent in the operating ex- 
penses produced this drastic fall in the rate of profit on common 
stock and the still more drastic decline in the amount of net 
profit available for federal taxes and dividends. 

The possibility of a serious decrease in combined gross reve- 
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nues is diminished by combination of risks through the holding 
company. Furthermore, the latter may obtain an income more 
certain than that even of the bondholders of subsidiaries, by 
charging the subsidiaries a “service” fee classified as operating 
expenses by the subsidiaries. It may be, too, that the efficiency 
of holding company operation will reduce costs or improve utili- 

















Percentage 
Good Bad of Increase 
Year Year or Decrease 
Gross revenues . , : : . $2,666,667 $2,613,334 —2.0 
Operating expenses and taxes* . . 1,866,667 1,874,400 +0.4 
Net operating income i , . $ 800,000 $ 738,934 —7.6 
Subsidiary bond interest. . . 300,000 300,000 
Balance. ; ; : F . $ 500,000 $ 438,034 —12.0 
Minority shareholders. : ; 100,000 87,787 —12.0 
Balance to holding company . . $ 400,000 $ 351,147 —12.8 
Interest-holding company ; : 100,000 10000002 sij ws ss 
Balance for federal taxes and divi- 
dends. ‘ : . : . $ 300,000 $ 251,147 —16.3 
Preferred dividends . : ‘ , 90,000 ee 
Balance for federal taxes and com- 
mission . ‘ : ; . « $ 210,000 $ 161,147 — 23.2 


* Operating ratio is 70 per cent in the “good’”’ year and 71.7 per cent in the “‘bad’’ year. The 
presence of heavy fixed expenses would tend to raise the operating ratio in the bad year. Higher 
interest and preference dividend rates plus a fixed percentage of net income for federal taxes 
would paint a much darker picture. 


zation of capital. The immediate future, however, is not an 
“open book.” More thorough exploitation of the market for the 
services of subsidiaries increases risks of adverse fluctuations in 
gross earnings. Operating efficiency is not capable of infinite 
betterment in the immediate future. Financing costs may, upon 
refunding or new financing, be less favorable. A period of gen- 
erally rising prices may produce a lag of selling prices behind 
operating expenses. The “thinner the equity” the greater the 
affect of adverse future events. The holding company device 
facilitates a capitalization pyramid upon a relatively narrow base 
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of tangible assets. The merger or amalgamation has less oppor- 
tunity for perfectly legal practices of this character. 


VI. CONSOLIDATION BY AMALGAMATION AND MERGER 


Consolidation by amalgamation occurs when two or more 
companies organize a new corporation into which is fused the 
consolidating units. The new corporation usually succeeds to 
all the rights and powers—takes all the assets subject to all the 
obligations of the old companies.** Consolidation by merger oc- 
curs when one corporation absorbs the properties, rights, and 
powers of one or more other corporations, the absorbing concern 
continuing in existence with its original powers as well as with 
the rights and powers absorbed with the other corporations.’ 

Gerstenberg refers to amalgamation and merger as methods of 
consolidation subject to state statutes, as these may regulate 
procedure and fix limits of various kinds. He states that the 
same results may be obtained by (a) sale of the assets of several 
corporations to a new one formed for the purchase and operation 
thereof—equivalent to amalgamation; (0) sale of the assets of 
one or more corporations to another already in existence and 
operating—equivalent to a merger.”° 

In event of amalgamation under state statutes, the partici- 
pating corporations are usually deemed to cease to exist when 
the new corporation comes to life. A merger appears less likely 
to cause the absorbed concern to lose its corporate entity. It 
may continue as an investment or holding company.*' In this 
case, its assets consist of the securities of the absorbing corpora- 
tion or of others. Thus, it may enable its stockholders to reduce 
inheritance and estate taxes while insuring them and their heirs 
proper diversification of the investments of estates. 

Since amalgamation and merger are conducted under the regu- 

** Cf. Cook, Corporations, Vol. V; Ruling Case Law, Vol. VII; Gerstenberg, 
op. cit., chap. xxix. 

* Cf. Noyes, Intercorporate Relations, for detailed discussion of these legal 
points. 

” Gerstenberg, op. cit., p. 564. 


™ An investment company does not deal in securities in order to manage sub- 
sidiaries as does a holding company. 
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lations of state statutes, and since these statutes vary widely in 
their content and significance, a close scrutiny of the pertinent 
law, court decisions, and corporate charters and by-laws is essen- 
tial to consolidation plans. The following points require re- 
search: 


1. What percentage of the stockholders of the amalgamating or merging 
corporations must consent to the consolidation? Unanimous consent of the 
stockholders of all participants is sometimes required, and this may prove a 
stumbling block. It may be necessary to purchase the stocks of disgruntled 
holders at an appraised value before the consolidation can be effected. This 
tends to increase cash requirements and complicate the financing plans. 
Where it appears necessary or desirable, consolidation may be kept a secret 
and the given units reincorporated in another state requiring only some ma- 
jority vote of approval by stockholders. This requires consideration of the 
assured voting power in the hands of those favoring the consolidation. It also 
necessitates knowledge of the legal problems prior to any overt actions of 
consolidation else rumors may reach dissenting stockholders, possibly block- 
ing reincorporation. 

2. Are consolidations of domestic and foreign corporations permitted by 
the statutes of the various incorporating states? Does any one state forbid 
its corporations to consolidate with domestic or foreign corporations? Diffi- 
culties in this connection may be avoided by reincorporation under favorable 
laws. 

3. Do the rights and powers of the participants inhere in the amalgama- 
tion or merger? If not, a lease, a holding company, or amendments to the 
charter of the amalgamation or merger unit may be necessary. 

4. Are the liabilities of the participating corporations assumed by the 
amalgamation or merger? In most states they are unless proper arrange- 
ments to the contrary are made with creditors. 

5. What action must be taken in dealing with dissenting stockholders? 
In some states, the minority cannot be displaced, if recalcitrant. In others, 
the minority dissenters may be forced to sell their stock, at its appraised 
value, to those favoring the consolidation. The issue of reincorporation is 
again raised. 

6. What legal limits are there to financing the consolidation? One state 
law (Ohio) stipulates that the stock and debt of the consolidation may not 
exceed the sum of these items of the combining units plus any new cash paid 
into the treasury. Other states confine this principle to capital stock. Still 
others insist that the capitalization of the combination shall not exceed the 
appraised values of the assets. Limitations of this kind are very important 
if assets are to be appreciated or estimated profits capitalized. 

7. What kinds of business may consolidate under the statutes of the 
states involved? Must they be in the same or similar lines of business, as in 
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New Jersey, or may the lines of business be dissimilar? Is any reincorpora- 
tion necessary to avoid limitations of this character?** 

8. In what state should the amalgamation or merger be incorporated? 
The consolidation affords an opportune time to consider reincorporation of 
an “absorbing” concern which may desire to liberalize its charter and per- 
haps, in that connection, overhaul its capitalization. 

Since consolidation can take place only under statutory per- 
mission, commission of an ultra vires act is avoided, or absorp- 
tion of non-corporate enterprises is completed, by means of the 
sale of assets of the participants to the amalgamation or merger 
corporation. Consolidation by sale of assets may require the 
assent of sellers’ stockholders only; and only dissenting stock- 
holders of the seller need to be dealt with, or paid off, at the ap- 
praised value of their stock. There is usually less legal red-tape 
in purchasing the assets than in amalgamation or merger. Sale 
of assets does not vest the purchaser with the rights and powers 
of the seller, nor does it dissolve the seller corporation. Creditors 
of the buyers are not affected. If the seller dissolves, the buyer 
is likely to be held liable for seller’s debts. If the seller does not 
dissolve, the proceeds of the sale are available for its creditors; 
but, under Bulk Sales laws, the participants would probably have 
to prove that the sale was not fraudulent. In any event, the plan 
should make due provision for creditors of the seller to avoid 
legal difficulties. 

Amalgamation or merger offers possible financial benefits. — 
These may be classified as (@) legal-financial benefits and (5) 
operating financial benefits. The legal-financial benefits are those 
peculiar to the amalgamation and merger methods of effecting 
consolidation. They also obtain when the assets of participants 
are purchased by the amalgamation or merger company, for 
cash. First, the legal status of the amalgamation or merger is 
somewhat more firmly grounded than is that of the holding com- 
pany or lease or association. It has been held,”* for example, 

* In this connection it is worth noting that a corporation may be able to legally 
acquire a competitor if the latter defaults on debts due the former, as in the Alumi- 


num case decided by the U.S. Supreme Court. New charges are pending, however, 
so that the decision is not yet final. 

Decision of the U.S. Supreme Court in the Western Meat, Thatcher, and 
Swift cases. See discussion of cases in Mergers and the Law, by the National In- 
dustrial Conference Board. 
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that the Clayton Act does not apply to ownership of a competi- 
tor’s property and business obtained prior to action by the Fed- 
eral Trade Commission, even when the merger was brought 
about by unlawful holding of the competitor’s stock. The pur- 
pose of the Act, it was stated, is to prevent the continued holding 
of such stock and the evils peculiar to it. 

There is, second (growing out of the legal form of the consoli- 
dation), no likelihood of suspicion that some properties are 
“bled” to feed others or that intercompany transactions are be- 
ing used to cover fraudulent financial and operating practices. 
Such suspicions arise in the case of less formal consolidations 
and, though unjustified, may injure credit standing. All in all, the 
amalgamation or merger is more salable financially; its capital 
and capitalization structures are less complex, easier to under- 
stand.** 

Third, the amalgamation or merger renders inoperative the 
after-acquired property clauses in the existing mortgages of the 
participants, or of the absorbed units if a merger is effected. 
This is true because the obligor corporations are, as a rule, no 
longer in existance and hence can have no after-acquired prop- 
erty. Thus the undesirable restrictions of the limited open- 
end mortgage are avoided, and new property may more readily 
be financed. The holding company, the lease, the trusteeship, 
and the association do not offer this advantage. Similarly, other 
restrictions on financing may be eliminated by careful construc- 
tion of the charter and by-laws of the amalgamation or by recon- 
struction, prior to merger, of the absorbing unit’s capitaliza- 
tion.** 

Consider, now, the operating financial advantages of amalga- 
mation or merger. These apply in about the same degree to 
consolidation by lease or by holding company methods. Cash 
may be placed under centralized control, and its turnover rate 
improved. Cash surpluses produced by some units may be trans- 
ferred to finance operations of units whose disbursements are 

™* Financing of subsidiaries by holding company guaranty or other forms of 


contingent liability greatly hampers clear understanding of the financial position 
of the holding company. 


** This unit can recapitalize whether or not engaged in a merger. 





128 THE JOURNAL OF BUSINESS 


temporarily in excess of receipts. In fact, with geographical and 
industrial diversification of operations, seasonal fluctuations in 
cash requirements will tend to offset each other. 

Improvement in the rate of return on net worth, resulting from 
a more rapid turnover of cash, will not be the only saving from 
centralized cash control. Borrowings may be reduced and thus 
the ratio of interest cost to sales cut down. A higher net profit 
margin will ensue. Bank lines may be reduced, too, and this will 
tend to reduce cash balance requirements and quicken cash turn- 
over. 

Centralized cash control will usually be accompanied by cen- 
tralized borrowing operations. The unit in need of new bank 
lines will profit from the bank lines of units having more than 
they need. The possible added financial strength gained by con- 
solidation will augment borrowing power. Although there is no 
definite assurance that the bank and commercial paper lines of 
the various units will be granted to the consolidation, there is a 
strong presumption to this effect, backed by the evidence of re- 
cent practice. More effective administrative ability may provide 
improved banking relations and credit terms. 

By centralizing control of credits and collections,” there is the 
possibility of improving the rate of return on net worth through 
(a) more rapid turnover of receivables, (b) decreased losses 
from bad debts, and (c) decreased credit and collection expense. 
Standard credit terms and superior management in charge of 
credits and collections are among the possible reasons for ex- 
pecting economies in this quarter. Improved diversification of 
credit risk tends, when present, to reduce risks of frozen receiv- 
ables and to improve the value of sales credits as loan-collateral. 

In some cases, insurance costs may be reduced by consolida- 
tion. The unified control of a larger number of scattered proper- 
ties enables a concern to secure coverage at reduced rates or to 
secure coverage on risks not acceptable previously, because the 

* The actual work of passing on credits and making collections can be per- 
formed by “district” or unit creditmen, but the centralized control may reduce 


the need for as high-caliber personnel. Greater stability of volume in sales and 
production often lowers the unit cost of credit and collection work. 
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good risks are now offered with the bad ones. Perhaps, a self- 
insurance plan may be used in lieu of commercial insurance 
with a saving in premiums. This idea is applicable to the bond- 
ing of employees and to credit insurance. 

The general financing position of the consolidation is typically 
superior to that of the units entering it. Larger capital require- 
ments mean larger security issues, commanding wider market, 
more active public participation in financing, more publicity of 
a financial character. These forces feed themselves. They pro- 
duce more stable markets for securities by creating wider, more 
active markets, all of which makes it easier for the consolidation 
to meet new capital requirements. Assuming the non-financial as 
well as financial operating economies of consolidation are reason- 
ably well achieved, the costs of capital in interest and dividends, 
in discounts on securities sold, and in premiums on securities 
redeemed, will tend to be reduced and the rate of return on net 
worth increased. The very size of the consolidation, with its 
prospects of reduced risk through lessened competition and di- 
versification of operations and markets, will help to cut the costs 
of capital. 

Amalgamation and merger have serious financial limitations. 
—tThe financial benefits of consolidation by amalgamation and 
merger should not obscure the limitations. Comparing these 
two methods with the informal or loose methods of consolida- 
tion, we observe that, for one thing, the elasticity of the lease, 
association, and holding company are largely lost. Experi- 
mental operation of units to determine the advisability of perma- 
nent ownership is not feasible. It is difficult to unscramble the 
amalgamation and merger. Further, the liability of the “parent” 
is no longer limited to its investment in the stock of the subsid- 
iary. The risk of loss of the “subsidiary” is part and parcel of 
the risks of loss faced by the “parent.” 

Again, capital requirements are usually larger for the amal- 
gamation and merger than for the holding company or lease 
method. The risks of the failure of the process hinge more direct- 
ly upon conditions in the security markets, up to the time the new 
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organization is actually launched.** The cash outlay may be 
heavy if a large amount of dissenting stock must be “bought off”’; 
not to mention the risk of obstruction by and failure on account 
of tactics of dissenters. 

Finally, the amalgamation and merger methods are likely to 
obtain a good deal of publicity before assurance of consumma- 
tion. The results may be formation of dissenting groups to “hold 
up” the deal until they have been paid their price. Hostile inter- 
est inay be forewarned and organize a proxy battle to prevent the 
consolidation.** The holding company can quietly purchase 
control and not announce the acquisition until it is a fait accom- 
pli. Significant savings may thus be made in time as well as 
money. 

Financial plans of consolidations are complex problems.— 
This is no news, but it needs to be reiterated. The reason for em- 
phasis is found in the attempts of writers to set up “scientific” 
capitalization plans for mergers and amalgamations.” The vari- 
ables involved, particularly the human variable, defy “science” 
as that term is generally understood. A capitalization plan is no 

‘less “scientific” because it fails of adoption, but of what use is 
such a plan even though it is “scientific”? Let us now consider the 
steps in setting up a capitalization plan for a recently contem- 
plated amalgamation which failed of consummation because of 
the human element. 

The three corporations involved are all engaged in the same 
line of business. Their “skeletonized” financial statements, after 
audit and appraisal for the purposes of the amalgamation, are as 
follows. The figures are assumed, but the proportions are ap- 
proximately actual. 

* As witness the failure to complete several banking and industrial consolida- 


tions due to the fixing of the terms of securities exchange just prior to the stock 
market slump of October, 1929. 


* A rather novel use of the investment trust is suggested. The organization, 
sponsored by those seeking merger or amalgamation, but officered and “directored” 
by “dummies,” may purchase enough stock “undercover” with the public’s mon- 
ey, to vote consolidation before the news is out. 


* The use of rules, laws, principles, and formulas must be so hedged and con- 
ditioned as to make dubious the use of the term scientific. 
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TANGIBLE ASSETS 








Co. A “0. Co. C 





Current assets... secvevevecs| 90,800,000 $ 800,000 
Fixed assets... .. 500 ,000 200 ,O00 
Other assets........ : 100,000 50,000 














Total assets $2,600,000 $1,050,000 





LIABILITIES 








Co. A Co. B 





Current liabilities.............| $ 800,000 $1 , 500,000 
Fixed liabilities... ... ays 200 ,C00 500,000 
Preferred stock.......... 1,000 ,000 1,000 ,000 
Common stock.......... 500 ,000 500 ,oo”o 
100 ,O0O 200 ,000 





Total liabilities...........| $2,600,000 $3 , 700,000 














The fixed liabilities are debenture notes due in from one to ten 
years. The preference stocks are both 7 per cent, cumulative 
and non-participating, but with full voting power as required by 
the law of the state of incorporation. The common stock of A 
has a par value of $10, while that of B has a par value of $25 and 
that of C has a par value of $100. Preference dividends have 
been paid since organization. Annual common dividends are, 
currently, 5 per cent for A, 7 per cent for B, and 1o per cent 
for C. 


Co. A Co. B. Co. C 
Net income after interest and taxes, 1928 . $112,000 $255,000 $180,000 


Thus A earned 7 per cent, B 15 per cent, and C 20 per cent on 
net worth as of the end of the year 1928. These figures are very 
typical of the average rates per cent earned on average net worth 
over the preceding five-year period. Companies B and C are 
controlled and managed by two men both of whom are young, 
vigorous, honest, and anxious to amalgamate but also anxious to 
continue with the business. Company A is controlled by a rather 
large group of stockholders. These persons are friends of the 
president. The latter is middle-aged, full of confidence in himself 
and his company. He also desires to remain with the business 
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and is less interested in amalgamation than the other two men. 
Since there are no active markets for the securities of any of 
these concerns, it was not feasible to gradually purchase control 
of their capital stocks. No market prices were quoted for any 
of the stocks. 

Estimates of the probable savings of consolidation were made 
by the various executives and directoral groups. The estimates 
ranged from $50,000 to $150,000 a year. The executives of the 
two more profitable units firmly believed they could, by various 
financing and non-financing economies, raise the earning power 
of A until it reached 15 per cent on A’s net worth, or from $112,- 
000 to $240,000, an increase in net profits available for divi- 
dends of $128,000. No other savings or benefits were taken 
account of as estimates were too uncertain. Other advantages 
were alluring. A listed market could be developed for the stocks 
of the consolidation; the business would be large enough to do 
public financing and to gain access to the commercial paper mar- 
ket. The excess bank lines of A would enable the consolidation 
to finance more profitably by using a larger proportion of bor- 
rowed funds. C had had considerable difficulty in obtaining new 
bank lines with which to finance new business. Its bankers be- 
lieved it should borrow at least $200,000 more than it had. The 
combined companies could handle individual sales orders 
deemed too large to be safe for any one of them. 

The assets, income, and expense accounts of each company 
were then appraised by independent appraisers and auditors. 
The companies had been in business from five to ten years; and 
the auditors therefore adjusted fixed asset values to give effect 
to uniform depreciation charges, the rate being selected by the 
auditors. Inventories were appraised at the lower of cost or 
market, and all doubtful receivables were charged off. All in- 
tangible assets were eliminated, e.g., organization expense and 
deficits, good-will, patents, trade-marks, because these were to 
be separately evaluated in setting up the capitalization plan of 
the consolidation. 

Adjustments to income and expense included ironing out dif- 
ferences in depreciation rates, in salaries of stockholder execu- 
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tives, and in charges for maintenance and repairs. Offsetting 
adjustments were, of course, made to assets and surplus. 

The amalgamation was to assume all assets and debts of the 
combining corporations. No cash was to be paid unless this was 
necessary to buy out dissenting stockholders. By avoiding any- 
thing but an exchange of securities, the stockholders of the par- 
ticipants would not be liable for a federal tax on capital gain, 
whereas any cash received from the transaction would be subject 
to tax. 

The first plan of capitalization was not fully developed. —It 
was based on the “scientific” method of capitalizing net income 
to arrive at the value of total net assets (net worth), issuing pre- 
ferred stock for the appraised values of net tangible assets and 
common stock for the difference between capitalized net profits 
and the appraised values of tangible assets.*° The combined net 
profits plus the estimated economies of consolidation were $675,- 
ooo. The average rate of profit on combined net worth less pre- 
ferred stocks had been 18.5 per cent. The average of the five- 
year average ratios of net profit to total net worth for the three 
concerns was 14 per cent. The capitalization rate selected was 
15 per cent. It appeared to be conservative. The average earning 
life of the three concerns was a little over eight years, and cap- 
italizing net profits at 15 per cent resulted in a figure equal to 
6% years’ net profits. The rate also appeared ultra-conservative 
in terms of court decisions concerning the capitalization of excess 
profits to ascertain good-will values and in terms of recent busi- 
ness practice.** 

Combined net profits, plus savings as estimated, were $675,- 
ooo and, at a 15 per cent capitalization rate, gave a value for 
total net assets of $4,500,000. This was but $300,000 in excess 
of combined net tangible assets. If but $300,000 of common 
stock were issued, net profits available for dividends thereon 
would be 127 per cent per year, indicating very great under- 


* Cf. Gerstenberg, op. cit., pp. 545-52. 

* Dillon, Read and Company paid about eight years’ average net profits (over 
a five-year period), for Dodge Brothers good-will. Tobacco Products paid four 
years’ net profits for the good-will of Schinasi Brothers. 
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capitalization. Furthermore, the preferred stock would be so 
much greater than the common that the stock capitalization 
would be top-heavy. The rate at which net profits had been cap- 
italized was too high. Due consideration had not been given to 
the profits derived by obtaining a considerable portion of capital 
by issue of fixed-dividend preference shares. Funds obtained 
by this method would cost but 7 per cent a year but would earn 
much more than 7 per cent contributing the excess to common 
stock. 

The first completed capitalization plan failed of acceptance. 
A new rate for capitalization of profits was selected in the fol- 
lowing manner (assuming issue of preferred stock for tangible 
assets): 





Combined net profits : : $675,000 
7 per cent preferred dividends on tangibles . 294,000 
Profit for common stock . , : ‘ . $381,000 


The profit for common stock would be twice 8 per cent divi- 
dends* on $2,381,250 in issued value of no-par common stock. 
The combined net profits were thus over 10.25 per cent of the 
total estimated net assets, tangible and intangible. The common 
stock was to have no par value with an issue value of $10. This 
would permit issue of 238,125 shares earning $1.60 per year, per 
share. If the market capitalized per share earnings at anything 
above 15 per cent (62? times per share earnings), the new stock 
would sell at more than issue value, thus permitting ready sale 
of new shares by means of stock “rights.”” Whereas the stock 
prices of other concerns in the industry were selling at 15 (or 
better) times per share earnings, with a current dividend yield 
of 5 per cent or less, the group planning consolidation believed 
that the stock market was unduly high. They believed that al- 
lowances should be made for lower stock prices and capitaliza- 
tion rates, that allowances should also be made for the fact that 
the shares of the consolidation would be new to the market, and 


” Eight per cent dividends could be paid and one-half the net profits left in the 
business—a quite widely used rule-of-thumb guide in appraising dividend and 
reinvestment policy. 
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that there should be some margin for possible shrinkage in earn- 
ings. 

There were no satisfactory data available to measure the 
greatest probable declines in gross and net earnings, but a de- 
cline of about 20 per cent in net earnings was the largest previous 
decrease experienced by any one of the three units. This figure 
applied to the estimated consolidated net profits of $675,000 re- 
sulted in an item of $540,000. Preferred dividends of $294,000 
would still be earned nearly twice, and common stock would 
earn over 10 per cent. The new common was to receive an 
initial regular dividend of 5 per cent a year or $0.50 a share. 
This, it was hoped, would put the market price of the common 
stock at or above issue value. The dividend could be increased 
as a surplus was built up. Capitalization could be adjusted to 
earning power as it became established. It seemed less difficult 
to expand than to contract capitalization—hence the conserva- 
tive issue of common stock at the outset. 

The first complete plan, devised by use of the “scientific 
method” and of the revised capitalization rate of around 10.25 
per cent (or 9.75 times earnings), is analyzed in Table I. Each 
company is allotted 7 per cent, cumulative, non-participating 
preferred stock, par $100, for its net tangible assets; A receives 
$1,600,000, B $1,700,000, and C $900,000. The common stock 
is distributed according to the percentage of the pre-consolida- 
tion net profits of each unit to the total net profits of all three 
concerns. A receives 20 per cent, B 47 per cent, and C 33 per 
cent of the common stock. 

The president of company A refused to assent to this plan. 
He argued that his unit should receive about as much common 
stock as B because the former contributed nearly as much in 
tangible assets. He believed that assets rather than earnings 
should be emphasized in apportioning the common stock. He 
also objected to being left with a minority vote. To cap his con- 
tentions, he stated that his company’s relatively low earning 
power was “temporary,” a “fact” deserving more recognition. 

The executives of B and C pointed out the improved safety of 
the dividends on A’s stocks; the increased rate of return on net 
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worth, tangible assets, and common stock; and the larger cash 
income accruing to A’s shareholders. They argued that the evi- 
dence to prove the assertions concerning A’s “temporary” slack 
in profits was not satisfactory and that, in any case, economies 
of consolidation accrued largely to A which ought to be “‘recogni- 
tion” enough. 

The president of C corporation refused to surrender any of his 
common stock to A. He further objected to being placed at the 


TABLE I 


CAPITALIZATION PLAN No. 1 























Percent- 
nace fan Allotted 
A rofits otte 
New Net | Percent| Percent) Avail, | Kea” | gig | ew | Bette 
Com- | Shares | Profits | “feat |Tangible| Old | ,2%!€, | Cash | Cash | omies 
panies |Common after N td c to Old I IT | of Con- 
Taxes* Net Net ommon] common ncome||| Income}{ <i. 
Wortht | Wortht| and . 
S and tion { 
= Sur- 
plus§ plus 
Re 47, 625/$188 , 200.00 9 11.8 7.0 12.7 |$ 95,000/$135,812|$ 76,200 
hs III,Q19| 298,070.40 Io 17.5 26.4 25.6 105,000] 174,959} 43.070 
_ ee 78,581] 188,729.60 Ir 20.9 20.0 13.9 80,000} 102,290 8,729 
Com- | 
bined 238,125|$675 ,000.00 10 16.7 17.8 17.4 |$280,000/$413 ,062/$128, 000 


























* Before preferred dividends; includes preferred dividends. 

t Including preferred stock 

t New preferred stock or old total net worths which earned 7, 15, and 20 per cent for A, B, and C, 
respectively. 

§ Ratio of old net profits after preferred dividends to net worth minus preferred stock. 

|! From cash dividends. 

q The difference between old and new profits available for dividends. 


mercy of a combination of the votes of A and B. Since C was the 
most profitable unit, he felt that its management would make the 
consolidation more profitable than the combined figures of 
the independent concerns and that therefore his unit should re- 
ceive a majority of the common stock and a majority of the 
economies of consolidation. Earning power is the only true basis 
of valuation of assets, was his contention. He pointed out that 
the rates of return on his net worth, tangible assets, and stock 
were but little improved by consolidation. 

Finally, B’s president began to grow restless. He stated that 
he believed his company did not gain much in earning power by 














FINANCING PROBLEMS OF CONSOLIDATIONS 137 


consolidation. He also objected to losing control in case A and C 
combined forces. 

C’s group offered Plan No. 2.—A director of C then came for- 
ward with a “New” plan for distribution of new common stock. 
This plan distributed the common among the three corporations 
on the basis of the ratios of the percentages earned on net worth, 
before consolidation, to the group total of these percentages. 
Under this plan, A would receive 7/42, B 15/42 and C 20/42 of 
the common stock; A earned 7 per cent, B 15 per cent, and C 20 
per cent on net worth. Table II summarizes the financial results 


TABLE II 


CAPITALIZATION PLAN No. 2 








Percent- 























P P “Pr om 

were ercent- ‘ercent- rofits 
pe c nee New Net | age on ageon | Available a New Cash 

“4 Sha x M | Profits* | New Net | Tangible to Old ae Income 
_— Worth Assets Common — 
and 

Surplus 
eee 42,863|$180,580| 8.9 II.2 11.4 |$ 68,580/$133,431 
eee 83,344] 252,350 9.9 14.8 19.3 —2,650| 160,671 
ORR arene on IIT,Q18| 242,070] I1.9 26.9 19.9 62,070] 118,959 
Combined. .| 238,125!$675,000] 10.2 17.6 16.9 |$128,000|$413 ,061 











* Including dividends on preferred stock of the same amounts as in Plan No. 1. 


of this plan. Preferred stock would be given for tangible assets 
as in Plan No. 1, Table I. 

A’s president again refused to accept minority control even 
though his unit received much over 50 per cent of the economies 
of consolidation. He insisted that his concern’s contribution of 
net tangible assets was even less sufficiently compensated than 
in Plan No. 1. B’s executives refused to accept the plan because 
the net profits and the rate earned on tangibles would be lower 
than before consolidation. B’s president felt that his organiza- 
tion had much to contribute to management and should share 
control and profits on a more equal basis with C. Plan No. 2 ap- 
peared to rob his unit of profits in order to improve the earning 
power of C’s net worth and tangible assets. Plan No. 1 was much 
more to his liking. 
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The directors of C held a meeting at which a local banker was 
present. This banker proposed that the new common stock be 
distributed on the basis of each company’s net profits in excess 
of the capitalization rate of 10.26 per cent used in evolving the 
capitalization Plan No. 1 (Table I). He approved the issue of 
preferred stock for tangible assets. Since A had earned but 7 per 
cent on net worth, it would receive no common stock in the con- 
solidation. This plan was at once rejected because it was ob- 
viously doomed to failure. 

















TABLE III 
CAPITALIZATION PLAN No. 3 

Percent- 

P P “roasts 

T ercent- ercent- rofits 
Companies .. Hon Mes nee - i - —— ny « Cash 

- rofits New Net ‘angible to ° ncome 
Shares . Worth Assets | Common ae 
and 

Surplus 
ms . | 90,726|$257,161| 10.26 16.07 24.2 |$145,161/$157,363 
B.. ...+++| 96,440] 273,305] 10.26 16.06 22.0 18,305} 167,220 
_ RS eee eae 50,950) 144,534] 10.25 16.06 9.0 |—35,466} 88,479 
Combined. . 238, 125)$675 ,000 10.26 16.06 18.4 |$128,000/$413 ,062 























* Includes preference dividends of same amounts as in Plan 1 and 2. 


A’s president then produced Plan No. 3.—This plan, he be- 
lieved, was equitable to all the interests. He proposed to issue 
preferred for net tangible assets and to divide the $2,381,250 new 
common according to the ratio of tangible assets of each com- 
pany to the group total thereof. Thus A would receive 16/42, 
B 17/42, and C 9/42 of the new common shares. The results ap- 
pear in Table III. 

This plan equalized rates of return on net worth, and tangible 
assets but greatly improved the rate of new net profits, after pre- 
ferred dividends, on A’s old common stock and surplus. A gains, 
as compared with the first two plans, in rate earned on net worth, 
tangible assets, and old common and surplus; shares control 
with B; and obtains a larger cash income. 

Under Plan No. 3 B obtains less net earnings than in Plan 
No. 1 but more than in Plan No. 2. Plan No. 3 gives B the best 
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rate of return on net worth but less than Plan No. 1 in percentage 
return on tangible assets (but more than Plan 2); and less than 
Plan 1 (but more than Plan 2) in return on old common and sur- 
plus. B obtains the most votes in Plan 1 but is the largest voting 
interest in Plan 3 (C dominates in Plan 2). B’s cash income is 
nearly as large in Plan 3 as in Plan 1 and is considerably more 
than that in Plan 2. 

C rejected Plan 3 at once. The plan gave C minority voting 
power, but five-sevenths of the votes (shares) conferred by 
Plan 1. Furthermore, under Plan 3, C surrendered $35,466 of 
pre-consolidation net profits in order to improve rates of return 

















TABLE IV 
APPORTIONMENT OF ComMON STOCK, PLAN No. 4 
(1) (2) (3) (4) (5) o (6) ‘ 
New Common | New Common} Common for | Common for meee? oagoedl 
Companies for Excess for Excess Economies as | Economies as ———e 
Profits Profit Rates per Assets per Profits ee 
| ESTEE! SNE ee 2 ere eee $176,460 | $ 92,670 | $ 75,430 
See $ 945,120 |$ 642,940 180,970 210,880 161,610 
c.. 983,690 | 1,285,870 95,010 148, 890 215,400 
Combined. . . . |$1,928,810 |$1,928,810 | $452,440 | $452,440 | $452,440 




















on the net worth, tangible assets, and old common and surplus 
of A and B. Thus Plan 3 gave C smaller rates of profit on net 
worth, tangible assets, and old common and surplus than the 
other two plans. 

B Company suggested Plan No. 4.—Under this plan, again, 
preferred stock would be issued for net tangible assets; and the 
same total amount of common stock, as in the previous plans, 
would be divided among the three groups as follows: (a) part of 
the stock would be allotted according to earning power in excess 
of the 10.26 per cent rate at which net profits were capitalized 
under Plan No. 1; (0) part of the stock would be allotted, ac- 
cording to proportions of net tangible assets or net profits, for 
economies of consolidation. Table IV shows three methods of 
apportioning the new common stock. 

This table supplied the basis of six plans for division of new 
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common stock. These plans embody the banker’s suggestion 
that common stock be given for profits in excess of the Plan No. 1 
capitalization rate of 10.26 per cent, but throw out some com- 
mon stock as bait to A who produces no excess profits. Column 
2 in Table IV divides $1,928,810 out of $2,381,250 common 
stock between B and C according to the ratio of the actual net 
profits of each, in excess of 10.26 per cent of the total net worth 
of each, to the combined total net profits of the two.** Column 3 
divides the same total of common stock ($1,928,810) between 
B and C according to the ratios of their percentages of net profit 
on net worth, in excess of 10.26 per cent, to the sum of the two 
profit rates on net worth in excess of 10.26 per cent.** 

In determining the total amount of common stock to be di- 
vided according to excess profits, the total to be issued ($2,- 
381,250) was multiplied by the percentage of total combined 
pre-consolidation net profits, to total net profits, including the 
$128,000 economies of consolidation. This product ($1,928,810) 
was deducted from the total common stock to be issued to arrive 
at the common stock to be distributed for the economies of con- 
solidation. 

The common shares representing the economies of consolida- 
tion could be apportioned in at least three ways (cols. 4, 5, and 6 
of Table IV). First, the division could be made on the basis of 
the individual concern’s percentage of tangible to group-total- 
tangible assets (col. 4).°° Second, each company could be given 
shares according to the ratios of the actual dollars net profit to 
the group total of net profit (col. 5).*° Third, distribution of 

* A earned no excess profits; B earned $85,000 in excess of 10.26 per cent on its 


net worth; and C $90,000. Thus B receives 85/175 of the $1,928,810 common 
stock and C 90/175 thereof. 

* A earned only 7 per cent on net worth; B earned 15 per cent; and C 20 per 
cent. B’s excess profit rate is 5 per cent; and C’s, 10 per cent. One-third of the 
stock goes to B, and two-thirds to C. 

* A receives $1,600,000/$4,200,000, B $1,700,000/$4,200,000 and C $900/$4,200 
of “economy” shares. 


* A receives $112,000/$547,000, B $255,000/$547,000, and C $180,000/$547,000 
of “economy” stock. Net profit means pre-consolidation net profit before any divi- 
dends—excluding economies of consolidation. 
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“economy” stock could be made on the basis of the ratio of each 
unit’s percentage of net profit to net worth to the group total of 
these percentages (col. 6).* 

Tables IV-A, IV-B, and IV-C summarize the financial results 
of distributing “excess earning power” stock according to excess 
dollar net profits (col. 2, Table IV), and “economy” stock ac- 
cording to assets, dollars net profits, and profit rates on net worth 
(cols. 4, 5, and 6, Table IV). 

TABLE IV-A 


CAPITALIZATION PLAN 4A 


Common Stock According to Excess Profits and Assets 
(Col. 2 and Col. 4, Table IV) 














Percent- 
P P Net Pen 
Total bs ercent- ercent- |Net Profits Allotted r 
. New Net age to age to Available ~ New Cash 
Companies Common Profits New Net | Tangibl Econ- 
= $ } gible to Old sa Income 
Stock Worth Assets Common aad 
and 
Surplus 
A.........|$ 176,460/$140, 234 7.9 8.8 4.7 |$ 28,234)$120,823 
eee 1,126,090] 299,174] 10.6 17.6 os.2 44,174] 175,304 
aap eae 1,078,700] 235,592] 12.0 26.2 19.1 55,592] 116,935 
Com- 
bined .|$2, 381, 250|$675,000] 10.2 14.2 16.5 |$128,000|$413 ,062 


























It was clear that A’s president would reject this plan. Minority 
voting power, “insufficient” recognition of book values of tangi- 
ble assets, would be his main objections. The other plans were 
more satisfactory from his point of view, Plan 3 being the most 
desirable of all. Plan 4a suited B better than Plans 1 and 3, and 
was infinitely better than Plan 2 on all points. C preferred Plan 
4a to Plan 1 on all points but obviously preferred Plan 2 on all 
points, rejecting Plan 3 as the least satisfactory of all. 

Plan 4b was least satisfactory of all the plans from A’s point of 
view and in all respects. The positions of B and C were bettered 
a trifle, as compared with Plan 4a, but not significantly. 

This plan satisfied C, who announced his willingness to give 
up Plan 2 as inferior. B preferred Plan 4b to all other plans but 


* A receives 7/42, B 15/42, and C 20/42 of “economy” shares. 
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was willing to accept Plan 4c in preference to Plan 2, advocated 
by C. A refused 4c as being the worst of the lot on all points. 


TABLE IV-B 


CAPITALIZATION PLAN 4B 


Common Stock According to Excess Profits and Profit Contributions 
(Col. 2 and Col. 5, Table IV) 














Percent- 
P. P Net pen 
Total ercent- ercent- et Profits Allotted ‘ 
. + New Net age to ageto | Available New Cash 
Companies Common Profits | New Net | Tangibl Econ- 
. gible to Old . Income 
Stock Worth Assets Common ne 
and 
Surplus 
A.........|$ 92,670/$126,827 7.5 7.9 2.5 |$ 14,827/$116,633 
RA ene 1,156,000] 303,960} 10.6 17.9 26.4 48,960} 176,800 
Giscninennes 1,132,580] 244,213} 12.0 27.1 20.1 64,213} 119,629 
Com- 











bined .|$2 , 381 , 250|$675,000] 10.0 17.6 16.3 |$128,000/$413 ,062 

















It is not necessary to state the details of the next three capitali- 
zation plans. They do not change A’s position from what it was 


TABLE IV-C 
CAPITALIZATION PLAN 4c 


Common Stock According to Excess Profits and Profit Rate Contributions 
(Col. 2 and Col. 6, Table IV) 











Percent- 
P. P Net Profi 
Total F ercent- ercent- et Profits Allotted = , 
. . New Net age to age to Available New Cash 
Companies Common Profits | New Net | Tangibl Econ- 
—— } } gible to Old _ Income 
Stock Worth Assets | Common | OES 
an 
Surplus 
a... $ 75,430|$124,069 7.4 7.8 2.0 |$ 12,069/$115,772 
B 1,106,730] 296,077 8 17.4 25.3 41,077] 174,336 
e.. 1,199,090) 254,854) 12.1 28.3 21.3 74,854] 122,054 





Com- 


bined .|$2, 381 , 250|$675,000] 10.1 17.8 16.2 |$128,000/$413 ,062 


























in Plans 4a, b, and c. Division of “economy stock is the same as 
in Plans 4a, b, and c. Division of “excess profit” stock between 
B and C is made on the basis of the ratio of the excess profit rate 
of each company to the total of these rates for the two companies. 
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This gave one-third of the “excess profit” stock, or $642,940, and 
C two-thirds or $1,285,870. Thus B is much worse off than un- 
der any other of the plans, while C gets much the best of it—is 
better off than under any other of the plans. A and B refused to 
accept Plans 4d, e, and f. 

Let us summarize the four plans.—Tables V and V-A provide 
the data for this purpose. The reader will recall that each plan 
provided for the issue of 7 per cent preference shares (cumula- 
tive, non-voting, and non-participating) for the net tangible as- 
sets of the three companies.** Common stock was to be issued 
for earning power in excess of preference dividends® and inclu- 
sive of estimated economies of consolidation. 


1. Company A would agree to Plan 3 and was inclined to look somewhat 
longingly at Plan 1. These two plans gave A rather significant voting powers, 
greatly improved the rate of net profit on tangible net worth, and donated a 
lion’s share of the economies of consolidation, besides giving considerable 
emphasis to book values of assets. 

2. Company B would agree tentatively to Plans 1, 3, and 4a, b, and c, but 
not to Plan 2, which forced it to part with some of its previous net profits 
and gave it none of the economies of consolidation. Plan 4b was most profit- 
able, Plan 4a next, and Plan 1 third. However, B’s president felt that con- 
trol should rest with C’s group or between his and C’s group because A’s 
president had not been a profit-producer and was somewhat arrogant and 
dogmatic. Therefore, B was most strongly inclined toward either Plan 4a 
or Plan 4b. 

3. Company C favored either Plan 2 or Plan 4b because it obtained 
around half the economies of consolidation. Plan 4b was preferred over Plan 
2 because 4b gave C’s group almost 50 per cent of the voting power. C’s 
president argued for Plan 4c but realized the combat was hopeless. He be- 
lieved that his organization had proven itself to be the most effective and 
would be largely responsible for the economies of consolidation. 


Thus A was in agreement with B on Plan 3 and with C on none 
of the plans. B and C agreed on Plan 4b. 

A fifth plan was evolved.—Complications arose at the start. 

* Preferred stock amounting to $4,200,000 was to be issued—$1,600,000 to A, 
$1,700,000 to B, and $900,000 to C. 


* Common stock at $2,381,250 (no-par issue value $10) was to be issued. This 
would earn 16 per cent per year, according to estimates, or twice 8 per cent divi- 
dends. Dividends, in cash, of 5 per cent per year were to be paid at the first year 
of consolidated operations. 
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A considerable group of minority common stockholders refused 
to consent to an exchange of their common stock for the proposed 
preferred shares. Then, a group of preferred stockholders de- 
manded new preference stock to be exchanged for their old 
shares taken at par plus the premiums payable in event of volun- 
tary dissolution.*® 

The fifth capitalization plan was worked out step by step ina 
conference of the executives of the three concerns, and attempted 
to meet certain requirements.*’ These were as follows: 

1. Equal distribution of voting power among the three presidents 
2. Adequate consideration given assets and earning power 
3. Economies of consolidation divided 30 per cent to C, 23.1 per cent to B, 

and 46.9 per cent to A 
4. Preferred stock issued for old preferred stock at voluntary dissolution 

price 

The division of the economies of consolidation was satisfac- 
tory to A. The sum allotted to A was $60,000, which was 12% 
per cent on A’s pre-consolidation common stock and net worth. 
This was the capitalization rate used to arrive at the amount of 
new stock to be issued. A’s total new net profits, less new pre- 
ferred dividends, would then be equal to 15 per cent on its old 
common stock and net worth, which was the rate the consolida- 
tion expected to earn on A’s total net tangible assets. 

The preference shares were to be 7 per cent, cumulative, non- 
voting, and non-participating. Preferred stock amounting to 
$2,200,000 was set aside for the preferred stocks of A and B 
which were redeemable at $110 a share in event of voluntary 
dissolution. Estimated net earnings of the consolidation were 
$675,000, which was over 4 times the $154,000 dividend require- 
ments on the preferred stock. 

“It is fortunate that the preference shares were uninterested in voting power 


and that they were non-participating, or else a more difficult situation would have 
been faced. 


“ Previous plans were prepared outside conference. The conference method of 
working out a plan appears to have accomplished almost absurd results in bringing 
agreement on matters of controversy, even though the agreements did not always 
change plans prepared out of conference or else changed them adversely for the 
complaining interest. 
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Net profits available for dividends on common stock were, as 
estimated, $521,000. The sum is 12% per cent on $4,168,000 
of common stock. The rate of capitalization used to obtain the 
amount of common stock of the previous plans was 16 per cent. 
The lower rate used here is justified on the grounds that (a) the 
three companies consolidated will not be so large as to be cumber- 
some to manage at the outset, (0) all the units are going, profit- 
making concerns, and (c) 5 per cent cash dividends on new com- 
mon stock will be earned over twice. No-par issue value of new 
common stock is $10. 

The next table (Table VI), states the plan for distribution of 
common stock. 


TABLE VI 


CAPITALIZATION PLAN No. 5 








Percent-| New Percent-| Percent- 
age Old } Percent- age age 
Old Net s | age to | New Com-) Earned | Earned New 
Common | Profits Le Old | mon Stock | Old Net |New Net Cash 
and to Old - |Common| 8 Times | Worth | Worth Pac 
Surplus |Common and New Net Pre- Con- 
and ivi- | Surplus Consoli-| _ soli- 
Surplus dated dated 





15.1 |$ 760,000 7 9.25 |$ 95,000|$115,000 
29.7 1,660,800 15 10.30 | 105,000] 160,040 
24.3 1,747,200 20 12.50 80,000} 87,360 


























23.0 |$4,168,000 14 10.68 |$280,000/$362,400 











Book values of common and preference stocks before and after 
consolidation were as given in Table VII. 

Thus A lost but little in book value proportionately and gained 
in absolute amount. The rate of profit on net worth and on old 
common and surplus was greatly increased and cash income was 
larger. The margins of safety for both preferred and common 
dividends were greatly improved. Both stocks would have a 
market value and ready sale as the issues were large enough to 
permit listing on an exchange. Prospects for greater profits were 
good. B and C both gained by the plan, but C gained more than 
B on the basis of superior earning power and managerial ability. 

As compared with previous plans (Table V-A), Plan 5 confers 
less in proportionate book values of capital stocks upon A than 
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the first three pians (is much inferior to A’s Plan 3) but offers 
more book value than Plans 4a, b, and c. Evidently the confer- 
ence succeeded in convincing A’s president of the importance of 
emphasis upon earning power, rather than the values of assets, 
as the basis of capitalization, although A accepted under protest. 

In terms of net profits before preferred dividends, Plan 5 was, 
from A’s point of view, inferior to the first three plans, particu- 
larly A’s plan (No. 3), but superior to Plans 4a, b, and c. The 
rate of net profit on A’s total net worth, after consolidation, ac- 
cording to Plan 5, is nearly 9.3 per cent. This is higher than in 
any of the other plans save Plan 3, and A was convinced that the 


TABLE VII 


Book VALUES BEFORE AND AFTER CONSOLIDATION PLAN No. 5 
(In PERCENTAGE) 














Percentage of Total Percentage of Total 

Percentage of Total * Percentage of Total Hi 

Companies Pre-C onsolidated a Cc onsolidated — d 

Net Worth Surplus Net Worth Surplus 

Wp otece eae rane 38.10 27.27 29.20 18.20 

ee 40.97 31.82 43 .30 39 .80 

CE penn 21.43 40.91 27.50 42.00 
Total. .... 100 .00 100 .0O 100 .00 100 .00 

















rate of return was more important than the actual dollars net 
profits. Furthermore, the rate of net profit on A’s tangible assets 
was about 10.8 per cent. This rate was exceeded by 1 per cent 
and 0.4 per cent by Plans 1 and 2 and by 5.2 per cent in Plan 3, 
but exceeded the rates in Plans 4a, b, and c. It appeared a reason- 
able compromise although, again, A accepted only under protest 
and with reservations. 

The profits available (consolidation profits) for A’s old com- 
mon and surplus under Plan 5 amount to 15.1 per cent as com- 
pared with 12.7 per cent, 11.4 per cent, and 24.2 per cent in Plans 
I, 2, and 3, respectively. Plans 4a, b, and c could not compete 
with plan 5 on this point. A again agreed that the rate of return 
meant a great deal more than actual dollars net profit available 
for common stock dividends or actual cash income. This last 
was, in Plan 5, less than in the other plans. 
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In presenting the plan to minority common stockholders of 
the three companies, Table VIII was employed. Preferred stock- 
holders all agreed to the plan without argument. 

These data were about sufficient to attain the co-operation of 
minority common stockholders. The opportunities for greater 
profit completed the story and obtained unanimous approval, 
upon a condition, stipulated by A shareholders, that voting power 
be equally distributed among the three presidents. 


TABLE VIII 


PLAN FOR EXCHANGE OF COMMON STOCKS 
CONSOLIDATION PLAN No. 5 








- os Percent- | Percent- | Percent- 
Par Divi- | Percent- . ~ 
, nee New age New age age 
. : Value dends jage Divi-| New Par ss os 
Companies | One Old | One Old | dends to| for Old | Pivi- | | Divi- | Earned | Earned 
Share Share | Old Par Ree | Ones OF | Dee New) per ue 
New Par} Share Share 





$ 10.00/$ 0.50 5 |$ 15.20/$ 0.76 12.5 8.4 
1.75 69.20} 3.46 ‘ 12.5 30.8 
10.00 


10 218.40] 10.92 ‘ 12.5 22.5 
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The problem of voting power was then considered. The fol- 
lowing plan was devised and presented to the executives of the 
three concerns for their approval. 


1. Preferred stock was to have sole voting power in election of directors, 
in event one year’s dividends were in arrears for three months. If net profits 
available for preferred dividends, in any calendar year, declined to less than 
125 per cent of preferred dividends, preferred stock, voting as a class, was 
to have the right to elect two of the five directors. This last voting privilege 
applied upon violation of other covenants in the preference contract. Other- 
wise, preference shares were non-voting and contingent voting rights ceased 
upon cure of “defaults.” 

2. Common stock was to be given the right to elect two of the five di- 
rectors but, except as otherwise specified in the statutes of the state of incor- 
poration, would have no voting power. 

3. An issue of management stock was to be created. The issue was to be 
for 300 shares with par value of $1.00 per share. The three leading execu- 
tives were each to purchase 100 shares for cash. The management shares 
were to receive dividends of 6 per cent, and no more, payable prior to divi- 
dends on common stock but after dividends on preferred stock. Management 
shares were to elect three of the five directors unless the voting powers of 
the preferred stock had taken effect. If preferred had full voting power to 
elect directors, common and management shares were to have none. If pre- 





FINANCING PROBLEMS OF CONSOLIDATIONS 149 


ferred stock had the power to elect two directors, management stock was 
to have the power to elect no directors. All stocks were to vote cumulatively 
for directors. [The executives of B and C had, after several very private 
conferences, come to agreement on all matters of policy. They believed that 
they had sufficient common stock so that, in addition to electing two man- 
agement directors, they could elect both of the common stock directors. ] 

4. A tri-partite agreement was to be drawn up under which each of the 
three executives agreed that, upon his death, insanity, incompetency, or 
withdrawal from the business, his management shares were to be sold to the 
remaining member or members of the group at their par value. Such shares 
were to be equally divided between the purchasing interests unless they 
agreed to the contrary. 


The consolidated balance sheet position appeared satisfactory. 
—This is evident upon analysis of Table IX. 
TABLE IX 
CONSOLIDATED BALANCE SHEET 


ASSETS LIABILITIES AND NET WORTH 


Current assets . . . $5,300,000 Current liabilities . . $2,450,000 
Fixed assets. . . . 1,700,000 Fixed liabilities. . . 700,000 
Otherassets. . . . 35,000 Preferredstock. . . 2,200,000 
Good-will . . . . 2,168,000 Commonstock . . . 4,168,000 


Total assets . . $9,518,000 Total liabilities and 
net worth . . $9,518,000 
Percentage 

Ratio current assets to current liabilities ‘ : ; . 280 
Ratio fixed assets to fixed liabilities P j ; . 250 
Ratio total debt to net worth . ‘ ; ; : , ; 49 
Ratio total debt to tangible net worth . ; ; ' : 75 
Ratio preferred stock to tangible net worth . . ; 52 
Ratio common stock to tangible net worth less peefenved 

stock . , ‘ , : : : ; g ‘ - 208 


The new corporation planned to refund the fixed and part of 
the current debt by a ten-year debenture note issue for $2,- 
700,000. This would make the current assets over 11.7 times 
current liabilities and permit expansion by short-term financing. 

Why Plan No. 5 failed —Plan 5 failed because of the vagaries 
of the human element and on account of the October, 1929, de- 
cline in stock prices and the parallel slump in general business. 
Being one of a group of intellects called “too per cent American,” 
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the president of company A refused to “illegitimately” deprive 
minority common stockholders of their “rightful franchise.” 
Such a thing was “un-American,” he said. But he had refused to 
accept minority voting power in common stock.** C was equally 
firm in holding out for a majority of common stock for his and 
B’s interests. 

The stock-market decline temporarily spoiled the plans for 
listing the stock and for refunding liabilities and distracted the 
attention of two of the executives from the consolidation prob- 
lem. The business reaction brought problems of selling, collect- 
ing, and expense control. Thus the consolidation died before 
birth. 

The human, economic, and financial variables of merger and 
amalgamation defy formulas. Expediency, opinion, faith, senti- 
mentalism, the temper of general financial conditions all enter 
into the problems of consolidation. Each case has unique char- 
acteristics, and financing plans must fit the case. Rules, prin- 
ciples, and formulas are but rough statements of important meas- 
urable factors that typically enter into all cases. 

S. P. MEECH 


“It is possible that A saw through the plans for control laid by B and C and 
used the “patriotic” argument as an alibi. He was none too well pleased with 
many points in Plan 5. He still had an excess of confidence in his ability to make 
a “big business” of his own company. 
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INCE the publication last December of An Appraisal of 
American Business Forecasts,’ covering the period No- 
vember, 1918, to October, 1928, a number of people have 

expressed a desire to see the study brought down to date. This 
article is a response to those requests. It carries the appraisal 
forward through October, 1929. This is as recent a month as can 
well be covered at this writing; to go farther would be to appraise 
forecasts for correctness before the trend of business over the 
period to which they apply is fully known. 

As in the earlier study the forecasts evaluated are those relat- 
ing to the course of general business activity, not those relating to 
security prices. The quotations selected as representing the gen- 
eral business forecasts of the services from month to month ap- 
pear as an appendix at the end of this article. It is probable that 
in some instances the quotations seem more definite than would 
the complete statements from which they were taken, but this 
should not greatly affect the average score for adequacy of fore- 
cast, at least for the whole period, 1918—29, for it will be re- 
called that, by the method of scoring employed, a service suffers 
as much from definiteness when wrong as it gains from definite- 
ness when right. 

The methods and standards of appraisal here used are those 
described at length in the earlier study and will not be repeated 
here. Certain assumptions underlying the two types of test em- 
ployed are so important, however, that it may be well to mention 
them again. Test 1 assumes that the client of a service needs a 
monthly series of definite forecasts and that a correct prediction 
of no change is as valuable as a correct forecast of expansion or 
contraction. Test 2 assumes that what the client needs is a 
forecast of the advent of each major turning-point in business. 
This test is applied for a period prior to each such turn, and the 
only forecasts scored are predictions of change. It will also be 

* Garfield V. Cox, op. cit., “Studies in Business Administration” (School of 
Commerce and Administration, University of Chicago), Vol. I, Nu. 2. 


I5I 
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recalled that in both tests the monthly scores for adequacy of 
forecast range from -+-1 as the maximum reward for success to 
-+-1 as the maximum penalty for failure. 

For the twelve months in question the results by Tests 1 and 
2 appear in detail in Tables I and II, respectively. By neither 
test was the period a very successful one for the forecasters. The 
only services whose average scores for adequacy of forecast com- 
pare at all favorably with their respective scores for the eleven 
years as a whole are Brookmire and National City. The scores 
for adequacy, by Test 1, shown in Table I, may be summarized 
and compared with the corresponding scores for eleven years as 
shown in Table III. 

It may be noted from the foregoing comparison that the Na- 
tional City Bank is the only organization whose average score 
for the last year is better than its score for eleven years. For 
Brookmire the last year’s score is only slightly below the eleven- 
year average; for all the others the last year’s score is much be- 
low. 

The scores for adequacy by Test 2, given in detail in Table 
II, are summarized in Table IV and compared with averages of 
the monthly average scores of the same services for the eight 
major turning-points of business since 1918. 

Here it appears that Brookmire is the only service whose suc- 
cess in predicting the downturn of 1929 was greater than its 
average success for all eight turns. Of the other organizations 
the National City Bank is the only one whose score for 1929 was 
not significantly below its average score for the eight periods. 

Expressing the results for 1929 qualitatively, in the terms used 
in the original study, Brookmire is the only service that qualifies 
as having been “definitely helpful” in predicting the recent ma- 
jor decline. Standard, National City, and Moody’s are classified 
as “slightly helpful,” and Babson’s and Harvard as “neutral.” 
This is better than the services did with respect to the down- 
swing of 1923-24 when more of them were wrong than right. It 
is a trifle better than for the upturn of 1919, and approximately 
the same as for the downturn of 1927. It is worse than the serv- 
ices did with respect to the downturn of 1920, and the upturns of 
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1921, 1924, and 1927-28. Considering the entire eleven years, 
and designating as one case the record of each service for each 

















TABLE III 
MOonTHLY AVERAGE SCORE FOR 
ADEQUACY OF FORECAST 
SERVICE 
Nov., 1928— Nov., 1918— 
Oct., 1929 Oct., 1929 
Standard Statistics Company......... 0.33 0.52" 
National City Bank...... ee, 32 .24 
Brookmire Economic Service.......... 25 oe 
Babson’s Statistical Organization. ..... «88 - 
Moody’s Investors Service......... - 12 23 
Harvard Economic Service............ 0.07 °. “31° 
Average of the foregoing.......... 0.22 0.34 











* Standard Statistics began forecasting in Jan., 1921, and Harvard in June, 1919. 


turn, I should say that the services have been definitely helpful 
in 14 cases out of 46, slightly helpful in 21, neutral in 7, slightly 
misleading in 2, and definitely misleading in 2. It should be men- 
tioned, however, that, as a partial offset to the 14 cases in which 














TABLE IV 
Average of 
a Menttiy euiy 
s verage score verage 
Service for Downturn | Scores for Eight 
of 1929 Major Turns 
Since 1918 
Brookmire Economic Service.......... 0.30 0.19 
Standard Statistics Company.......... .09 .18* 
National City Bank.................. .08 .09 
Moody’s Investors Service............ .06 16 
Babson’s Statistical Organization. ..... 05 .16 
Harvard Economic Service............ —0.02 0.07 
Average of foregoing............. 0.09 0.14 











* Based on six major turns since Jan., 1921. 


a service predicted a major turn which did occur, there have been 
two instances of definite prediction of a major turn which did 
not occur. These were forecasts by Moody’s and Brookmire of 
declines in 1926. 

Two factors appear to have accounted largely for the relative- 
ly low scores of the services for the last year. One of these was 
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the expectation that high interest rates would prevent expansion 
of business in the early months of 1929 or even produce con- 
traction. This is not the first instance of expecting too great or 
too prompt effects from conditions of credit supply. It has al- 
ready been mentioned that the one period in which more serv- 
ices were wrong than right was that of the decline of 1923-24. 
Here the errors appeared to have been due largely to overconfi- 
dence in the power of abundant bank credit to maintain or ex- 
pand business activity regardless of other factors. The same 
mistake occurred in a much smaller degree with regard to the 
decline of 1927. 

The other source of error in the forecasts for 1929 concerned 
the relation between production and consumption. A majority 
of the services believed that the rate of industrial production in 
the first quarter of the year was so far above normal as to be out- 
running consumption, and that a decline in production would 
therefore occur in the spring and summer. The high level of in- 
dustrial activity was due largely to the boom in automobile man- 
ufacturing and related lines, and, although the decline in this 
field of activity did not come until September, subsequent events 
suggest that the services had estimated the market more ac- 
curately than had the manufacturers, and that the forecasts of 
the services proved wrong largely because the manufacturers 
continued to overproduce. 

In concluding this supplement to my original appraisal, I wish 
to acknowledge two criticisms of the latter which have just ap- 
peared in the March, 1930, Supplement to the Journal of the 
American Statistical Association.’ Professor Donald Tucker 
states that I should have scored the services for completeness 
of forecasts as well as for definiteness and correctness. His sub- 
sequent elaboration of this point makes it clear that the quality 
which he designates as completeness is one which I included 
under the heading of ‘Definiteness” in order to minimize the 
number of captions under which separate scores must be entered. 
For purposes of exposition his classification of factors may be 
more satisfactory than my own, but in the process of appraisal we 


? See discussions by Professors Donald Tucker and Arthur W. Marget, pp. 41-45 
and 45-47 of that issue. 
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have taken account of essentially the same qualities. A compari- 
son of his discussion of method with pages 17-19 and 31-35 of 
my monograph, and of the scores he obtained with the compa- 
rable scores in the appendixes of my study, substantiates my 
point. It is not surprising that his results and mine should be so 
similar. 

Professor Marget in his suggestive and stimulating paper sug- 
gests a standpoint from which to appraise the forecasts different 
from that which I adopted. He characterizes my criterion of ade- 
quacy as “the usefulness of the forecasts to the man of affairs,” 
and states that a more important criterion would be “the scien- 
tific validity of the forecast analyses themselves.” Grantiag that 
there may be theorists adequately qualified to appraise each 
forecast from the latter point of view, and that the two types of 
test would often yield quite different results when applied to a 
given forecast, the question remains as to how different the re- 
sults would be on the average over a long period of time. If it 
should happen that year after year forecasts which the critic 
labeled as unscientific were to prove more successful than those 
which he approved, one might be forgiven if he were tempted to 
suspect that the critic’s own theories of business fluctuations and 
his concepts of what constitutes scientific procedure were in need 
of revision. 

GaRFIELD V. Cox 
APPENDIX 


This appendix presents in abbreviated form the forecasting record from 
November, 1928, to October, 1929, of each of the six forecasting agencies 
whose predictions are evaluated in this article. The quotations from each 
service have been selected as representing the position of that service.each 
month concerning the probable future trend of general business. No forecast 
concerning a limited field of activity has been included for any month in 
which a prediction of broader scope was made. The reader should bear in 
mind that the best possible selection of brief excerpts cannot represent com- 
pletely what the services said. 


FORECASTS OF BABSON’S STATISTICAL ORGANIZATION 
(Quotations from Barometer Letter) 
1928 NOV. 19 


The volume of business thru the first half of 1929 should average near 
the X-Y Line and should compare favorably with the first half of 1928. 
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1928 

. . . . For the near term the pronounced victory of Hoover and the Repub- 
lican Party may bring over-enthusiasm in business. A short period of “pros- 
perity plus” may be in the making Remember that business and 
prices will settle down after the short-term bulge of enthusiasm! 


(a) pEc.3 (6) DEC. 31 
(a) Prices [commodity] should strengthen tho no radical upturn is an- 
ticipated. 
(6) Salesmen should be encouraged by the reports generally given that 
the first of the year will witness a fairly large volume of business . . . 
Sales conditions are in general bright. 


1929 (a) JAN. 7 (6) JAN. 28 

(a) .... the first part of 1929 will bring good business. 

(b) The outlook is for business volume to start the spring months at 
high levels. As the season advances, however, activity should taper off grad- 
ually. The general average of the Babsonchart Index for the Spring should 
approximate that of a year ago. 


(a) FEB. 18 (b) FEB. 25 
(a) Further moderate strengthening in the general average of commod- 
ity prices anticipated over the near term. 
(6) . ... the labor [employment] outlook is excellent for the spring 


months. 
(a) MARCH 18 (6) MARCH 25 


(a) As a single barometer of conditions, high steel activity indicates 
good general business for the near future. 

(6) No radical change in the general average of commodity prices indi- 
cated over the near term sales should be good over the immediate 


future. 
APRIL I 


Already building has felt the retarding influence of tight money, and 
activity in other lines of industry may gradually slow down 
eral, then, both big and little businesses should prepare now for some reces- 
sion in business volume as summer approaches. 


MAY 6 

The next few months may see recessions in employment levels in some 
lines. There is little likelihood, however, of any serious unemployment prob- 
lem developing . . . . with a relatively steady labor situation in general, 
purchasing power should hold up well into the summer. 

Automobile production has probably been the outstanding buoyant factor 
in general business prosperity .... As for the near future, it seems 
hardly possible that total automobile output can continue at the record pace 
set during the first quarter of this year. 
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1929 (a) JUNE10 (b) JUNE 24 

(a) The crash in the grain markets, especially wheat, is of fundamental 
significance to general conditions . . . . Business activity will reflect to 
some extent what has happened in grain markets. 

(6) Employment during the summer months should present favorable 
comparisons with the corresponding period of 1928. 


(a) Juty1 (b) JuLY 29 
(a) For the rest of 1929, business activity should average somewhat 
above the normal, X-Y Line, but with a lower volume than during the 
spring. Volume should compare favorably with the second half of 1928. 
(6) Steel output during the rest of the year should run ahead of the av- 
erage for the second half in recent years, but the outlook is for production 
to taper off from the peak during the spring. 


(a) AUG.12 (b)AUG.19 (Cc) AUG. 26 

(a) We expect that buying power the rest of this year will average high- 
er than in the like period of 1928. 

Look for a firmer Agricultural Index, but anticipate no radical move in 
industrial prices at present. 

(6) Activity [in iron and steel] will probably continue to slacken, but 
the general level should average considerably over a year ago. 

(c)}- With general business giving indications of holding up well thru the 
remainder of the year .. . 

Many of the major indicators continue strong. 


SEPT. 9 
Business should ride thru the fall in good volume. Total activity should 
average above the normal, X—Y Line, and compare favorably with last fall. 
The way business has held up thru the summer has encouraged widespread 
optimism. 
OCT. 14 
Certainly the whole farming outlook is a favorable factor for business 
. even tho we are passing thru a belated seasonal decline. 
Strengthening in agricultural prices and irregularity in industrial prices 
are anticipated over the near term. 
. . the employment situation is beginning to show some weak spots. 
. . . . little immediate prospect of a revival of building operations. 


FoRECASTS OF THE BROOKMIRE ECONOMIC SERVICE 
(Quotations from the Brookmire Forecaster) 


1928 NOV. 19 
The outlook in this country is for good business for the balance of the 
year. The longer future is dependent upon financial developments particu- 
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1928 

larly as affecting the volume of construction For the present there is 
sufficient momentum to carry us forward for some time but eventually pres- 
ent tendencies, if continued, will make for a decline. Underlying conditions, 
however, are such that we expect that an early reaction will be only tem- 
porary and that it will not assume major proportions. The ensuing recovery 
may carry business and prices to new heights a year from now assuming 
reasonably good crops and a continuation of the improvement abroad. 


(a) DEC. 10 (b) DEC. 24 

(a) Continued expansion in business through approximately the first 
half of 1929 is indicated by the present status of industrial and banking fac- 
tors . . . . There are certain conditions which suggest a peak somewhere in 
the summer or fall, with a subsequent decline . . . . We expect stocks to 
anticipate or “forecast” such a change in the business trend. 

(b) . .. . it is probably safe to say that there is no reason for changing 
the position we have been taking which is that the outlook is for continued 
activity at relatively high levels for the first half of the coming year. 


1929 (a) JAN. 7 (6b) JAN. 21 

(a) We anticipate a monetary crisis during 1920, possibly as early as this 
Spring—probably not later than early Fall. Stringency will not affect busi- 
ness as soon or as severely as it will the stock market. While business is now 
expanding strongly, reaction and liquidation are clearly foreshadowed within 
the measurable future. 

(b) . . .. there will be no serious decline for the first half of the year. 


(a) FEB. 11 (0b) FEB. 25 

(a) To summarize the business situation, we may say that there is an 
irregular though definite trend toward expansion under way, with evidence 
that it will gather momentum and carry us during the Spring to a rate of 
activity well above the highest rate reached in 1928. 

(6) A review of the various factors entering into the situation indicates 
a probable peak of activity in Spring . . . . The severity and duration of 
any such business recession will depend largely on the degree of over-expan- 
sion in the steel and motor industries this Spring. 


(a) MARCH 11 (5) MARCH 25 

(a) It is probable that we are getting close to the top of the movement in 
general business activity for the first half and possibly for the whole year. 

Business activity shows no present sign of slowing up, rather seems to be 
gathering momentum. The pace, however, seems too fast to be held through- 
out the year . . . . In short it appears that the present calendar year will 
see the peak of the business cycle. 

(6) It now seems probable . . . . that business will make at least a 
temporary peak, not later than May, which will be followed by a reaction 
that cannot now be gauged. 
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1929 (a) APRIL 8 (0b) APRIL 22 

(a) A recession in business appears to be probable this spring 
The immediate recession will be moderate since there is no general inventory 
inflation and the building industry and the mercantile trades promise to re- 
main around present levels of activity. 

There will probably be some recovery in the fall. This might develop 
into something of an inflationary boom. 

(b) ... . leads to the conclusion that the current expansion will shortly 
be halted; that the ensuing reaction will probably be moderate; .. . . 


MAY 27 

The balance of probabilities at present seems to favor a gradual reces- 
sion during the balance of the second quarter and well into the third. 

This [the strong position of Federal Reserve banks] in the normal course 
of events should prevent such reaction from developing into serious depres- 
sion. 

(a) JUNEIO (b) JUNE 24 

(a) . . . . a moderate recession in business is impending. Lack of com- 
mercial inflation and further possibilities for later expansion of bauk credit 
will probably prevent the decline from reaching serious proportions ... . 

(b) No very pronounced variation from current levels is likely to be wit- 
nessed during the third quarter. In the fourth quarter and subsequently a 
decline of more than passing nature is probable. 


(a) JuLY8 (b) JuLy 22 
(a) On the whole, it is probable there will be relatively small variation 
from the present rate of activity during the next two months at least 
caution is desirable in all commitments running beyond the third quarter. 
(b) Recession in business activity is under way . . . . The second half 
of the year is likely to witness a lower rate than the first half. 


AUG. 12 


These two factors . . . . indicate that business during the third quarter 
will be maintained at substantially the level of the second quarter. 
For the early fall the usual seasonal expansion may be anticipated. 


(a) SEPT.g (b) SEPT. 23 


(a) All things considered, it seems reasonable to anticipate a quite large 
and even record-breaking autumn and holiday trade, affording in greater or 
less degree an offset to the reactionary tendencies in production. 

(b) Business activity in August sagged slightly, heavy industries declin- 
ing further with distributive lines expanding slightly . . . . Prospects are 
that this evening-up process will continue through the fourth quarter and 
that business, on the whole, will remain close to present levels. 

. indicate a recession in business in the next year point toa 
moderate and relatively brief recession only. 
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1929 (a) oct.7 (b) ocr. 21 

(a) Recent events have served to confirm our position that business ac- 
tivity has now reached its peak and that the general trend will be downward 
for some time to come. 

(b) We anticipate a gradual and irregular recession, lasting well into 
1930, but no forced liquidation of commodities or drastic general stoppage of 
the industrial process. 


FORECASTS OF THE HARVARD ECONOMIC SOCIETY 
(Quotations from Weekly Letter) 


1928 Nov. 17 [p. 290] 

But though business may average less in 1929 than in 1928, and a brief 
period of orderly readjustment may occur, especially if basic industry should 
expand operations too rapidly, the end of the general prosperity which began 
in 1922 is not yet in sight. 


DEC. 1 [p. 300] 

. it is... . distinctly probable, that there will occur another 
period of “intermediate” readjustment, similar to readjustments which have 
affected security markets, manufacturing activity, and building construction 
in other recent years So long as there is still room for credit expan- 
sion, periods of readjustment and business contraction will prove tem- 


porary, and, though activity may be less in 1929 than in 1928, the end of the 
period of generally prosperous business which began in 1922 is not yet in 
sight. 


1929 (a) JAN. 5 [p.4] (5) JAN. 19 [p. 20] 

(a) On the whole, the new year begins with the economic situation favor- 
able; and the prospect is for a continued high rate of activity, although 
business, because of the retarding effects of firm money, may not maintain 
the levels reached last year. 

(b) ... . though the high level of activity may be interrupted by a 
brief period of temporary readjustment—an intermediate movement such as 
checked the expansion of business (especially of basic industry) in other re- 
cent years—1929 promises to be a year of generally prosperous business. 


FEB. 16 [p. 44] 

No signs of industrial let-up have yet appeared, and ordinary seasonal 
influences favor greater activity over the next month or two. [Banking 
policy, however, might result in] some unsettlement of business this spring. 

Quite apart from such an intermediate movement, some lowering of busi- 
ness volumes appears likely as the year unfolds. 
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1929 (a) MARCH 16 [p. 68] (6) MARCH 30 [p. 76] 

(a) While business continues generally active, some slackening of activ- 
ity seems probable once the stimulus of the spring seasonal demands is no 
longer felt. 

(6) With our manufacturing index at 110 or above since the beginning 
of the year, industrial activity is now at a level which, in recent years, has 
not been maintained for any extended interval . . . . it appears likely that 
a period of contraction—probably more than seasonal in amount—will not 
be long postponed. 


APRIL 20 [p. 96] 


While manufacture and retail trade have been more than seasonally active 
this spring, recent developments—notably the weakness of certain com- 
modity prices, as well as the money tension—suggest some recession from the 
present level of business . . . . But, as remarked in recent Letters, busi- 
ness is not in the strained condition which has led to real depression in the 


past. 


(a) MAY 4 [p. 108] (6) may 18 [p. 124] 

(a) .... but except for the persistent weakness in the prices of cer- 
tain important commodities during recent weeks, there has been little statis- 
tical evidence that such a recession [in basic industry] is close at hand. 

(6) With such conditions obtaining, a business recession—which may 


well become clearly apparent by June, . . . . —seems probable 

But, though business (especially basic industry) probably faces readjust- 
ment, actual depression is not to be anticipated, since the underlying credit 
supply is abundant. 


(a) JUNE 1 [p. 132] (6b) JUNE 22 [p. 152] 

(a) Evidence such as this has preceded a recession in business in recent 
years, and possibly this month, as the spring seasonal demands slacken, a 
slowing down will become clearly apparent. 

(6) ..... the balance of probabilities clearly points to a business re- 
cession rather than the maintenance of present levels . . . . recession will 
not develop into business depression 


(a) JULY 6 [p. 160] (b) JuLy 20 [p. 176] 

(a) Such a recession may prove more severe than if it had occurred ear- 
lier; but with the reserve system in possession of its present large resources, 
it is not likely that any recession which may occur will develop into depres- 
sion. 

(6) .. .. it seems probable that a business recession will develop be- 
fore the end of the year. 
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1929 (a) auc. 3 [p. 184] (6) auc. 17 [p. 200] 

(a) . . . . now makes it seem less probable that a business recession, such 
as we have been expecting, is near at hand an active autumn trade 
is, at the least, in prospect, even if the full seasonal gain is not attained. 

(b) The favorable factors mentioned above may be sufficiently powerful 
to prevent business recession from getting under way this month or next. 
If this is the case, our forecast of recession, first made on April 13, will have 
been proved wrong. A downturn after the fall seasonal movement, although 
an outgrowth of all that has happened since 1927, might be due chiefly to 
later factors than those which led us to expect recession around the middle 
of the year. This does not mean, however, that there are no signs of reces- 
sion or that certain unfavorable conditions treated in earlier Letters have 
disappeared. 

SEPT. 21 [p. 228] 


. . the unfavorable factors render it improbable—more clearly than 
a month ago—that the autumn expansion will be of full seasonal magnitude. 


(a) oct. 5 [p. 237] (6) oct. 19 [p. 252] 

(a) Autumn activity will probably prove high, however, if comparison is 
made with previous years rather than with the unusual level of the summer 
. . . . These are influences pointing toward business recession. 

(b) Business is thus facing another period of readjustment, rendered 
necessary, in part, by the long period of expanding production which culmi- 
nated in the summer. 


Forecasts OF Moopy’s INVESTORS SERVICE 


(Quotations from Monthly Analysis of Business Conditions) 


1928 Nov. 15 [p. 453] 

. we may look forward with confidence to a further expansion of 
prosperity through December anyway and to generally favorable trade con- 
ditions throughout the first quarter of 1929. 


DEC. 13 [p. 493] 
It is plainly evident that the trade expansion amounts almost to a boom; 
and it is more than probable that this high degree of prosperity will con- 
tinue during the first quarter of next year. 


1929 JAN. 17 [p. 2] 

If, as we anticipate, the prosperity and trade activity of the present quar- 
ter is followed by a reactionary tendency in both trade and production dur- 
ing much of the balance of the year—then the price level may very well 
continue its existing downward tendency into the late Summer. 
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1929 FEB. 16 [p. 14] 

After a period of activity such as we have had in recent months, business 
almost always attains sufficient momentum to insure an active first quarter. 
After March or April, however, it is entirely normal for trade to recede 
gradually into July or August and, should such a recession occur this year, 

. it would be the best assurance we could have of an active Fall and 
Winter trade. 
MARCH 18 [pp. 27, 28] 

There are, however, strong indications that the current expansion is some- 
thing much more than a mere seasonal occurrence. 

The question remains, how long can we reassure ourselves as to the fur- 
ther outlook by placing main reliance upon the high plane of current indus- 
trial activity and the apparently universal confidence. Obviously, this is too 
frail a basis for a longer forecast. 

Among the more important things to watch will be . . . . to what degree 
production and consumption will continue, as at present, in a state of relative 
balance. 

APRIL 15 [p. 52] 
. a reaction, when it occurs, should be primarily seasonal in char- 
acter, although it may look larger in contrast with the present levels . . . . 
In view of the momentum of the present expansion, we do not believe that 
the expected reaction will carry us below the 1928 level. 


MAY 20 [p. 86] 

Earnings for the second quarter . . . . promise to compare favorably 
with a year ago. The outlook for the third quarter is not as certain... . 
It will take, however, at least a month before the less favorable trade returns 
can begin to chill confidence, temporarily at least . . . . evidences of con- 
servatism in business this Summer would be among the most constructive 
developments one can hope for at this time. 


JUNE 17 [pp. 117, 118] 

. the level of industrial activity in both April and May this year 
was found to be considerably above its normal seasonal course and this trend 
is expected to continue well into the Summer. 

All things considered, it is reasonable to expect that the current slowing 
up of business will be short-lived .... ; that the less-than-seasonal re- 
vival in industrial activity will become visible sometime after the October 
peak is passed; and that soon afterwards—probably not later than mid- 
Winter—a new expansion in manufacturing and trade will take place, carry- 
ing the year 1930 to new high industrial records. 


JULY 15 [p. 134] 


While recognizing the somewhat less favorable current inventory and 
market position of a number of industries and the need for a corrective 
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1929 

process of curtailment, we believe that this readjustment, which should be 
effected in the course of the second half of this year, will not turn into a 
business recession of major proportions . . . . Barring developments un- 
foreseen at this time, we believe that, following a brief let-up this Winter, 
1930 may prove another banner year in point of production and earnings— 
probably without such sensational gains in a few individual industries, but 
with prosperity distributed more generally and evenly. 


AUG. 12 [pp. 173, 174] 

The question is frequently being asked whether this seasonal decline, hav- 
ing been postponed, will not develop into a recession at a time of the year 
which is usually characterized by a revival. There seems to be little prob- 
ability that this will prove to be the case. 

We still look for the possibility of a Winter recession in business, but this 
recession should be relatively mild, and should by no means mark a termina- 
tion of the present period of prosperity. 


SEPT. 16 [p. 210] 


Some Reasons for Conservatism. 
No serious business recession, however, is anywhere in sight at this time. 


oct. 14 [p. 225] 

There are, of course, certain signs of slightly diminished activity in given 
branches of trade. But these are merely signs of readjustment following the 
abnormally high activity last Summer, and do not, in our opinion, fore- 
shadow a real business depression. 


FORECASTS OF THE NATIONAL City BANK 
(Quotations from monthly letter on economic conditions) 


1928 Nov. [p. 169] 

Business in short is in exceptionally healthy condition and were it not for 
the possibility that speculation in stocks may lead to a reaction in the market 
which would affect commodity buying, and for uncertainty as to the ultimate 
effect on business of the continued absorption of funds in security specula- 
tion, there would be little to fear regarding the future. 


DEC. [pp. 182, 183] 

. indicates the decisive character of the recovery which has taken 
place in these lines [iron and steel, automobiles, and construction], and ex- 
perience has demonstrated time and again that as these industries go so goes 
business in general. 

From all indication . . . . the year-end decrease in both these lines 
[steel and automobiles] is going to be less than usual, and a prompt recovery 
of operations is confidently predicted after the first of the year. 
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1929 JAN. [p. 1] 
Business is entering the new year upon a high level of activity and with 
confidence in the continuance of prosperity. 


FEB. [p. 17] 
Trade and industry in the month of January have recovered quickly to a 
high level of activity, strengthening the general belief in the continuance of 
good business through the first half of the year, at least. 


MARCH [p. 33] 

The high rate of activity in the basic industries has been maintained 
through February . . . . Money rates continue firm with no indication of 
easing in the immediate future, but thus far there is little evidence that gen- 
eral business has been hurt thereby. 


(a) APRIL [p. 49] (0) aprit 18 [Special Edition, p. 1] 


(a) The course of business during the past month has been maintained at 
a high level of activity and sentiment continues optimistic. 

. . . . there is no evidence that these firm rates have affected the general 
business situation ... . 

(b) The existing credit situation is already having its effect upon business 
and threatens to undermine the natural and justifiable prosperity of the 
country to an increasing degree unless a corrective is promptly found. 


may [p. 65] 

The month of April has been another record breaking month for business. 
Manufacturing activity in the principal industries is being maintained at or 
near capacity levels . . . . thus far there is little evidence of any conges- 
tion of the markets such as might forecast recession. 


june [p. 73] 

All in all the business situation of the moment appears exceptionally fa- 
vorable, with production in most lines well adjusted to demand, with a high 
consumer purchasing power, low inventories, and a generally stable price 
level. It is a pity under these circumstances that a condition of credit has 
developed which is creating uncertainty and which, if it continues, can 
scarcely fail to affect business adversely. 


JuLy [p. 90] 

The record-breaking pace of American industry and trade has been main- 
tained to the close of the first half year. Although a seasonal recession is 
looked for in the Summer, it is coming later than usual this year and con- 
fidence as to a satisfactory Autumn trade is becoming more pronounced. 
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1929 AuG. [p. 105] 

. . there will be no pronounced mid-Summer recession. Confidence 
and optimism in the business outlook prevail, and the pessimists who have 
been fearing a major reaction have had to postpone still further the fulfill- 
ment of their predictions, even though it be granted that some slowing down 
may be expected eventually following such an extended period of unusual 
activity. 


SEPT. [p. 121] 
Favorable conditions mark the arrival of the Autumn season, and con- 
fidence in a large wholesale and retail trade is increasing. 


oct. [p. 138] 

The trend in building construction, except engineering works, appears to 
be downward and no marked recovery is to be expected until money market 
conditions become more nearly normal again. Production of automobiles 

. appears to be slackening ... . 

Trade and industry have been making an outstanding record for two years 
and if a breathing spell is now due the ultimate result should be beneficial in 
correcting undesirable tendencies and thus paving the way for renewed ex- 
pansion later on. 


FORECASTS OF THE STANDARD STATISTICS COMPANY 
(Quotations from Standard Trade and Securities Service) 


1928 Nov. 19 [No. 41, pp. 3, 4] 

Briefly, we conclude that the momentum which is carrying industry and 
trade through the final months of 1928 at the highest levels for this season 
on record will almost certainly aid in the creation of numerous new indus- 
trial records in the first quarter, and probably in the entire first half of 1929. 


(a) pec. 17 [No. 61,p.1] (0) DEc. 24 [ No. 70, p. 2] 

(a) The general business outlook is still highly favorable, all things con- 
sidered. 

(6) Briefly, the industrial outlook for the early months of 1929 is opti- 
mistic because, despite the increased production of recent months, serious 
excesses have been absent, and an increased consumer purchasing power ap- 
pears to justify a general expansion in trade volumes, as compared with the 
early months of 1928. This prospect applies definitely to the first quarter of 
1929, and, with only slightly less confidence, to the second quarter. The 
prospect for the last half of the year is clouded with many uncertainties. 


1920 JAN. 23 [No. 14, pp. 1, 2 
Not only is it virtually certain that the January, 1929, composite totals 
will likewise achieve new records, but further gains will probably be regis- 
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1929 
tered at least in February and March, thus assuring a new first quarter 
record. 
There is, we believe, a real basis for the growing apprehension that at 
least a moderate temporary business reaction may develop in the late Spring. 
Composite industrial outputs [for the first quarter of 1929] will be 
at least 5 per cent larger than those of the same period a year ago. 


(a) FEB. 14 [No. 30,p.3] (0) FEB. 20 [No. 35, p. 1] 

(a) Clearly, no sharp decline in business is imminent. 

The business aggregates of the June-December period may well compare 
favorably with the averages of the past several years, although falling under 
the 1928 totals. 

(b) We still consider it likely that, in the aggregate, business activity in 
the first half of 1929 will run ahead of that for the same period of 1928. 


MARCH 20 [No. 57, pp. 1, 3] 
For the entire first half of 1929, industrial outputs will attain new record 
high levels. 
Some recession is clearly indicated for the late Spring season, . . . . but 
business men in gereral need yet not be seriously concerned over this possi- 


bility. 
— APRIL 17 [No. 15, p. 2] 


We assume that the general trend will be downward during the remainder 


of the second quarter, but we assume that a large part of the recession in 
prospect will be purely seasonal in character. 

. about the worst that can be foreseen for the Summer months is a 
period of dullness much more pronounced than in 1928, and probably more 
nearly comparable with that of 1927. 


MAY 22 [No. 40, p. 2] 

The volume of industrial outputs in the first half of 1929 may, we believe, 
be safely estimated at a figure at least 7 to 8 per cent greater than in the same 
period of 1928. 

About the worst that can now be foreseen for the third quarter is a de- 
cline in industrial outputs to about the average level of the same period last 
year, or only slightly below. 

For the present, however, business seems likely to carry on at compara- 
tively high levels, even though effecting some curtailment from the long 
sustained peak rates. 

JUNE 19 [No. 61, p. 1] 

That the trend of industrial outputs will be downward during the next 
month or two there is little doubt, but that any prolonged period of drastic 
recession in trade activity lies immediately ahead is an idea not to be counte- 
nanced at this time. 
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1929 JULY 24 [No. 10, p. 1] 

There is now every reason to anticipate continued favorable trends 
through the third quarter. While the extraordinary mid-Summer pace of in- 
dustry may tend to prevent any substantial expansion in the Fall, there are 
also no signs of early severe recessions in most lines. 


(a) auc. 14 [No. 35, p.3] (b) auc. 21 [No. 40, p. 1] 

(a) Indeed, notwithstanding the new credit restriction measures, we see 
no reason for concern as to the immediate business prospect ... . 

(b) Granting that higher credit costs will begin to curb business activity 
probably in November and December, and that a further reflection of this 
situation may well be recorded in less satisfactory business results in the first 
quarter of 1930, industry is now closing the Summer season without having 
experienced the usual seasonal lull expected in most lines at this period and 
may be expected of its own momentum to carry through the entire Fall sea- 
son at generally high operating rates in most lines. 


sEPpT. 18 [No. 59, p. 1] 
We forecast . . . . that a gain approximating that figure [8 per cent] 
will be shown for the full year, as compared with 1928. 
Rather, the indications are that while the gain will be less pronounced 
than that scored in earlier months, business will, during October and Novem- 
ber, at least, continue to surpass its record of last year. 


(a) oct. 16 [No.11,p.1] (0) ocr. 30 [No. 21, p. 1] 

(a) . ... we anticipate a substantial reduction in motor car manufac- 
ture in the remaining months of 1929... . . 

. . . . building activity, which has already registered an important de- 
cline, will recede further during the near term. 

(6) However, while we believe the main trend of general business activ- 
ity will be downward during the remainder of 1929, and perhaps during the 
early months of 1930, a decline of major proportions is not yet indicated. 

. it should be possible .... to reverse the trend within, say, 6 
months. 

As compared with the final three months of 1928, motor car output prob- 
ably will experience a decline of around 15 per cent, steel production a drop 
of between 5 and ro per cent, and building construction a recession of ap- 
proximately ro per cent. 





A BAROMETER OF CHICAGO STOCK PRICES 


S CONTRASTED with indices of stock prices represent- 
ing either particular fields of industry or a composite of 
American business, a local barometer is composed of 

stocks of companies closely associated with a particular region. 
Such a composite becomes significant in comparison with other 
business indicators and with other stock indices. 

The composite of Chicago common stock prices presented in 
this analysis was constructed to represent Chicago business. The 
particular method used was employed in an effort to avoid certain 
errors common to most indices. 


CONCLUSIONS 

Following is a summary of findings developed in the subse- 
quent report: 

1. The average time required for prices of Chicago stocks to 
rise from low to high cyclical points was twenty months. 

2. The average time required for Chicago stock prices to de- 
cline from high to low cyclical points was sixteen months. 

3. In the period 1915-29 there were four major cycles in Chi- 
cago stock prices. 

4. While upturns in the composite of stock prices tended prior 
to 1923 to precede recovery in local business conditions, the sub- 
sequent relationship appears indeterminate. 

5. The Chicago stock price composite closely approximates a 
national composite of industrial stock prices. 

6. The market collapse of October, 1929, was not out of pro- 
portion with the recessions of 1917 and 1919-20. 

7. Rises and falls of the Chicago composite are not as extreme, 
in general, as those of the national composite. 

8. For the fifteen-year period, Corn Products stock prices 
showed the greatest relative increase. Pullman alone had an av- 
erage (trend) value in 1929 below that of 1915. 

g. Pullman and Swift showed least variation of individual 
quotations from average (trend), about 5 per cent, while Stewart- 
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Warner, Elgin, and Illinois Brick recorded the greatest, approxi- 
mately 17 per cent. 

10. There appears to be a significant relationship between 
seasonal variations in stock prices analyzed and the general 
course of business—low in summer, high in fall and winter. 

11. In general, prices for the five days centering around the 
tenth of the month are freest from artificial stimuli such as divi- 
dend payments. 

12. In order that stocks may be comparable and a true com- 
posite derived, corrections must be made for stock dividends, 
changes in par value, stock splits, contraction of outstanding 
shares, stock-rights offers, extra cash dividends, and mergers and 
consolidations. Methods are illustrated in this report. 


DERIVATION OF CHICAGO STOCK COMPOSITE 

A Chicago common stock price composite was derived by the 
following steps: (1) individual stocks were selected as detailed 
in a later section; (2) trend, or long-time tendencies, were meas- 
ured for each stock price series and eliminated; (3) seasonal in- 
dices representing average month-to-month relationships were 
calculated and removed; (4) the remaining cyclical movements 
were averaged synchronously to form the composite. By this 
method shortcomings of stock indices based upon relative prices 
were largely eliminated. Moreover, much of the “bull move- 
ment” of recent years was dealt with as an acceleration of long- 
time tendency, and when the trend was removed from each series 
this “inflated period” was reduced to a comparable position. 


CYCLES OF THE STOCK PRICE COMPOSITE 

In Chart I are recorded the cyclical movements of the Chicago 
stock price composite, resulting from the averaging of the cycle 
figures of twelve individual stock series. The zero, horizontal, 
line approximates the average movement. 

The period of time included within rising and falling stock 
movements varied widely. The longest period of increase was 
twenty-four months, from January, 1927, to January, 1929. The 
longest declining period was twenty-three months, from Febru- 
ary, 1925, to January, 1927. These periods are recorded in 
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Table I, where the term “bull market” designates rising stock 
prices and “bear market,” decreasing prices. In each instance, 
not short price swings, but long movements, are significant. 


CHICAGO STOCK PRICES AND LOCAL BUSINESS 
As representative of changes in general business conditions, 
Chicago bank clearings, adjusted for the changing level of prices, 
were analyzed. The cyclical movements are included in Chart I 
with the barometer of Chicago stock prices. 
With the exception of irregular, short movements and differ- 
ences in amplitude, the general movements of the two series are 


TABLE I 
Butt AND Bear MARKETS, 1915-29 








Period Market | Tensth in 


Feb., 1915—Dec., 1916.... Bull 22 
Dec., 1916—Dec., 1917... Bear 12 
Dec., 1917—Nov., 1919... -- Bull 23 
Nov., 1919—July, 1921... ; Bear 20 
July, t921—March, 1923. Bull 20 
March, 1923-May, 1924. Bear 14 
May, 1924-Feb., Bull 9 
Feb., 1925—Jan., 1927... Bear 23 
Jan., 1927—Jan., 1929. . . Bull 24 
Jan., 1929-Nov., 1929. . Bear II 

Average Bull 20 

Average ee Pee Bear 10 

















in agreement until late in 1926. Prior to that date, particularly 
in 1915, 1917—19, and 1920-21, recovery from low points oc- 
curred earlier in the stock composite than in bank clearings. The 
relationship wavers hesitantly in 1923, and by 1926 and 1927 
the respective movements are opposite. For the next two years 
there is at least no concurrence in the direction of change. 

It is realized that a debits series would be preferable to clear- 
ings for this purpose, but the former is available only since 1919. 
CHICAGO AND UNITED STATES STOCK PRICES 

For the period 1915 to date, the Chicago stock price com- 
posite corresponds closely to movements of an industrial stock 
price composite for the United States.” Recovery from an early 


* “National Barometer of Industrial Stock Prices,” University of Denver Busi- 
ness Review, Vol. III, No. 5 (May, 1927). 
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war depression resulted in a crest above the average tendency 
from the late summer of 1915 until the fall of 1917, when a sud- 
den decline in both series reached a low point, or “pit.” Subse- 
quently, recurrent periods of undulations above and below the 
average tendency occurred until the break of October, 1929. 
Even this collapse, as shown in Chart I, is not out of proportion 
with the drop in 1917, and though more abrupt, did not cover the 
amplitude (from high to low point) shown by the decline of 


IQIQ—20. 

Differences between the local and national series are variations 
in degree, such as short, saw-tooth fluctuations or differences in 
amplitude. There was less amplitude in the Chicago series than 
in the national composite, which would suggest a stabilization 
factor, such as smaller variation in price fluctuations, in the local 
series not present in the barometer for the United States. 


CHICAGO COMPOSITE AND NATIONAL BUSINESS 

The chief differences between the Chicago stock price com- 
posite and general business conditions in the United States, as 
represented by deflated bank clearings outside of New York 
City, occur in 1917-18 and 1920~—21. In both periods the stock 
composite reached low points in advance of general business. 
The “pit” in the stock composite series was reached late in 1917; 
in the business series, early in 1919. Similarly, a low point was 
reached in stock prices late in 1920, while the business series did 
not touch bottom until early in the following year. However, an 
upward movement late in 1924 in the stock series contrasts with 
a general weakening in business. The stock composite does not 
follow the period of prosperity in general business recorded for 
1926 and 1927, and is overconfident through much of 1928 and 


1929. COMPONENT STOCKS 

The criteria used in the choice of companies representative of 
business in the Chicago area follow: (1) the employment of a 
minimum of 1,000 persons (seventy-nine companies met this re- 
quirement); (2) a significant percentage of the employees to be 
in Chicago plants of the company; (3) the location of the central 
office preferably in Chicago;* (4) the existence of available com- 


* The central office of Corn Products Refining Company is located in New York. 
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mon stock quotations for fifteen years;* (5) the ability to pass 
the scrutiny of industrial and financial experts as to whether the 
companies were representative of Chicago industries. 

Only twelve companies met these tests. As an indication of 
their general economic position, the data in Table II are pre- 
sented. 

TABLE II 


GENERAL SIGNIFICANCE OF COMPONENT COMPANIES 








Moody’s _ 


Company Business A m- | Total Assetst 
Rating* ployeest 





Continental Can Co....| Mfg. of tin plate, cans, and} Ba _ |10,000) 83,170,000 
containers 
Corn Products Refining 
Cc Mfg. of cooking oil, choco-| Baa | 6,500/126,726,000 
late, corn syrup, starch, 
and sugar 
Elgin National Watch 
; Mfg. of  time-recording 3,940] 19,098,000 
equipment 
Hart Schaffner & Marx.| Mfg. of men’s clothing 10,000] 30,686 ,000§ 
Illinois Brick Co Mfg. of common brick 1,200} 8,035,000 
Inland Steel Co Mfg. of steel products 9,000] 96,306, 00of 
International Harvester 
; Mfg. and marketing of farm| 55, 000/346, 120, 000f 
equipment and trucks 
Pullman, Inc Railway car mfg. and oper- 27, 360/316,914,000 
ation of special cars 
Sears Roebuck & Co... .| Mail order and chain-store 40, 000/251 , 841,000 
merchandising 
Standard Oil Co. of Ind..| Refining and marketing of} : 26 , 000/697 ,034 ,000 
petroleum products 
Stewart-Warner Corp...| Mfg. of automobile acces- 9,000] 33,440,000 
sories and radio appara- 


tus 
gS Mfg. and marketing of 55, 000/351, 252, 000§ 
packing-house products 

















* June, 1929, rating of common stock. 
t As reported December 31, 1928. The number of employees for Continental Can, Illinois Brick, 
and International Harvester was obtained from company offices. 


$ As reported December 31, 1929. 

§ As reported November 29, 1929. 

The companies included in this final list which were most diffi- 
cult to reconcile as representative of Chicago were Sears Roe- 
buck & Company, Standard Oil Company of Indiana, and Swift 
& Company. 

Sears Roebuck has about ten thousand employees in the city 


* Hart, Schaffner & Marx was the one exception; quotations were available be- 
ginning August, 1916. 
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of Chicago, with four or five times as many in the country as a 
whole. Furthermore, the company is essentially a merchandising 
organization, with the present business becoming increasingly 
the establishment of a chain of retail-store outlets. However, the 
company operates four or five factories in Chicago and is out- 
standing in the mail-order business, for which Chicago is noted 
historically. 

Standard Oil of Indiana has more than twenty-five thousand 
employees scattered throughout its organization, but its main re- 
finery is located just south of Chicago, and the general offices are 
in the city. The Chicago area consumes a large portion of the 
marketed product, and the city is naturally the center of the mar- 
keting operations. 

Swift was questioned because only about six thousand of the 
fifty-five thousand employees are located in Chicago. But, again, 
Chicago has been historically the center of the packing industry 
of the country, and Swift & Company has been one of the domi- 
nant companies of the industry. 


TRENDS OF CHICAGO STOCKS 

A line of average change, or trend, was fitted to the annual av- 
erages of deflated stock prices for each company.* Deflated 
quotations and trends of Standard Oil Company of Indiana and 
Pullman, Incorporated are graphed in Charts II and ITI, respec- 
tively. In Chart IV, trends of four series are compared logarith- 
mically, in order to picture rates of change, in value, from year to 
year. The vertical scale for Standard Oil is from $10.00 to 
$30.00, for the others from $2.00 to $60.00. The movements of 


* The trend equations by method of least squares, yearly basis, with origin July 
I, 1922, are as follows: 


Company 
Continental Can Co. 
Corn Products Refg. Co. 


Elgin National Watch Co. . 


Hart Schaffner & Marx 
Illinois Brick Co. . 
Inland Steel Co. 

Int. Harvester Co. . 
Pullman, Inc. 

Sears Roebuck & Co. 


Standard Oil Co. of Indiana . 


Stewart-Warner Corp. . 
Swift & Co. 


Normal Equation 

y= 9.428 + 1.8142 + 0.27562 

y= 10.973 + 2.193x + 0.3221x? + 0.02960x* 
y= 16.545 + 4.578x + 0.2041x? —0.06748x3 
y= 55.242 + 4.012x + 0.3827x? 

y= 9.614-++ 1.834x + 0.1794x?— 0.02773x" 
y= 23.540—2.523x + 0.2204x? + 0.09045x* 
y= 9.414—0.431x + 0.5024x? + 0.07163x" 
y= 26.586 + 1.782% + 0.6103x?— 0.0603 5x" 
y==11.533 —0.375x + 0.8028x? + 0.10085x3 
Y= 19.929 + 1.354% 

y= 13.265 + 2.052% + 0.1058x?—0.010302" 
y= 65.751 + 1.296x 
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the trends are shown in Table III, together with the increase dur- 
ing the fifteen-year period, and a measure of variability of the 
actual values from the trend values. Corn Products showed the 
greatest increase of trend value of common stock during the fif- 
teen-year period. The only stock with a trend value lower in 1929 
than in 1915 was Pullman, Inc. 


CHART IV 











* CONTRASTING TRENDS INDICATING Rate OF CHANGE - 
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The stocks may be classified, as to trend, into three groups: 
(1) those with an increase each year over the preceding year; 
(2) those rising at the very beginning of the period, subsequently 
declining until the post-war years, then rising sharply; (3) those 
in which the trend fell during the first part of the period, but 
moved upward during the remaining years. 
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The stock quotations of Standard Oil and of Swift were well 
represented by straight-line trends, increasing over the period. 
Hart Schaffner & Marx rose slowly at first and then at an in- 
creasing rate each year. The Corn Products trend increased 
greatly at first, then at a slower rate of increase, then again at an 
accelerating rate. These stocks represent the first group. 

International Harvester and Sears Roebuck stocks rose at the 
start of the period and then fell to low points in 1922, after which 


TABLE III 


TREND VALUES OF CHICAGO STOCK PRICES 








INTERMEDIATE TREND VALUES* 
CENTAGE 
AVER- 
r 
. iis ARI- 
ComMPANY Hich Princ 
Value oF Quo- 

TATIONS 
FROM 
TREND 











Continental Can Co. 

Corn Products Refin- 
ing Co. 

Elgin National Watch! 

°. 

Hart Schaffner & Marx| 

Illinois Brick Co..... .| 

Inland Steel Co...... 

International Harvest-| 
er Co 

Pullman, Inc 

Sears Roebuck & Co. 

Standard Oil Co. 








Ind 
Stewart-Warner Corp.. 
Swift & Co. 























* Peaks and pits marking points of change in direction of movements. 
t The 1917 trend value. 


both increased very rapidly. Both stocks gained fourfold in the 
fifteen years; from the middle of 1922 to the middle of 1929 the 
trend of International Harvester increased 591 per cent, while 
that of Sears Roebuck increased 718 per cent. Inland Steel, the 
third stock in this, the second, group, had the same movement, 
except that its trend lagged two years behind that for the other 
two stocks. 

The third group of stocks includes those which declined from 
the mid-point of 1915 to the lowest for the period and then rose 
until the mid-point of 1929. Stewart-Warner stock declined the 
first two years and then rose steadily throughout the rest of the 
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period. Pullman: declined until 1921, after which it moved up 
slowly, and even now is below its 1915 value. The movement of 
Continental Can was downward until 1919 and then upward. 
Elgin National Watch and Illinois Brick fell until 1919 and then 
increased, but for the last few years at a smaller rate of increase 
each year. Elgin reached its peak in 1928. 

Fluctuations of the individual stocks may be compared by di- 
viding the total of the deviations (disregarding signs) of the 
actual values from the trend values by the total of the fifteen an- 
nual average values. Pullman and Swift varied only about 5 per 
cent from their trend values, while Stewart-Warner, Elgin Na- 
tional Watch, and Illinois Brick showed the greatest degree of 
variability, about 17 per cent. The average variation of the in- 
dividual stocks was 10.4 per cent from their respective trends. 
The last column of Table III records the percentage variations. 


SEASONAL VARIATIONS IN STOCK PRICES 

It has been a general practice to ignore stock price movements 
of a seasonal nature because of their restricted amplitude as com- 
pared with cyclical fluctuations.° There appears, however, a sig- 
nificant relation between the Chicago stocks analyzed and the 
general course of business, both recording greater activity in the 
winter than in the summer. 

In Table IV are given the months’ of high and low prices for 
stocks of the twelve companies. In only one instance, Continen- 
tal Can, was the recurring relatively high point in the summer; 
and only in the case of International Harvester did an autumn 
month register a peak. However, September was the second 
highest month in the Sears Roebuck index which showed general 
conformity to the International Harvester index. 

Chart V presents graphic evidence of the seasonal stock price 
movements. 

With three exceptions the seasonal indices of the individual 
stock prices declined from relatively high points in the first quar- 

°F. B. Ashby, “Individual Cycles in Stock Prices,” Journal of Political Econo- 
my, Vol. XX XV, No. 6 (December, 1927). 


* The method of link-chain relatives was employed in determining the seasonal 
indices which were computed for the period 1915-29. 
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ter of the year, through low summer positions, to higher fall and 
winter points. The exceptions were Continental Can, Interna- 
tional Harvester, and Sears Roebuck. Continental Can dropped 
to a low May position, rose to a high August, and then declined 
and recovered in the remaining months. International Harvester 
had asimilar movement except that its high point was not reached 
until September. Sears Roebuck reached a low point in June and 
a high point in September, then declined and upon recovery 
soared to its highest position in January. 


TABLE IV 


SEASONAL HIGH AND Low PoIntTs 








Name of Stock 


High Month 


Low Month 





Continental Can Co...... 
Corn Products Ref’g. Co. 
Elgin National Watch Co. 


Hart Schaffner & Marx...... 


Illinois Brick Co....... 
Inland Steel Co.. 


International Harvester Co. 


Pullman, Inc 
Sears Roebuck & Co. 
Standard Oil Co. of Ind. 


Stewart-Warner winaned 
Swift & Co.. ; 


August 
January 
December 
February 
February—April 
January 
September 
January 
January 
January 
January 
March 


May 
August 
September 
September 
August 
October 
May 
August 
June 
August 
June and August 
July 











The series with least month-to-month variation were Elgin 
National Watch and Pullman, Inc. Those with the greatest sea- 
sonal amplitude were Standard Oil of Indiana, Corn Products, 
and Stewart-Warner. 

Seasonal indices of the twelve component stocks are shown 
in Chart V, and the percentage relationships are recorded in 
Table V. 

BANK CLEARINGS SEASONAL 

Month-to-month movements of Chicago bank clearings are 
apparent in the seasonal index covering the period 1915 through 
1929 given in Table VI. 

The range of 19.4 points from a low February to a high Oc- 
tober probably approximates a normal seasonal difference in 
general business. However, there is no succession of relatively 
high or low months. The drop from January to February is 
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CHART V 
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abrupt, and the recovery in March more so. The February slack 
would be less marked if the month contained a greater number 
of business days. Though the summer months are relatively low, 
they rank well with April and November. 


COLLECTION OF ORIGINAL DATA 

The stock quotations utilized in this study were obtained from 
the weekly issues of the Commercial and Financial Chronicle, 
supplemented in some instances by the monthly bank and quota- 
tion section of the same publication. Whenever possible, the quo- 
tations were obtained in daily form: the high and the low for five 
days, centering around the tenth of each month. The average of 
these ten quotations for each month constitutes the monthly quo- 


tation. 
TABLE VI 


SEASONAL INpDICES oF CHICAGO BANK CLEARINGS, 1915-29 








r 
Month Per Cent Month | Per Cent Month Per Cent 





102.2 J 103.7 ! September 96.6 
88.4 IOI.5 | 107.8 
105.4 4 , November 90.9 
99.8 .t || December 100.7 
| 

















Quotations for these five days were chosen because few com- 
panies declare regular dividends which become payable to stock- 
holders of record on days between the sixth and fourteenth of 
any month. By not using any quotations quoted “ex-dividend,”’ 
the effects of dividends on the stock prices have been minimized. 
In the case of one stock, Swift & Company, the dividend record 
dates were regularly from the tenth of the month to the thirtieth, 
inclusive. Therefore, slightly different quotation dates were util- 
ized for this stock than for the others, in order to avoid the “ex- 
dividend” quotations. 

For stocks not listed on the New York Stock Exchange, the 
average of the high and low quotations for the week, including 
the tenth of the month, was used. The quotations for the stock 
of the Elgin National Watch Company, which is listed only on 
the Chicago Curb Exchange, were obtained from the monthly 
editions of the bank and quotation section of the Commercial and 
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Financial Chronicle. These quotations are for one day only out 
of each month. Occasionally, one of the other stocks, specifically 
Hart Schaffner & Marx, Illinois Brick, and Inland Steel, in the 
early years of the study, were so inactive at times that the ordi- 
nary weekly quotations were unavailable. In those cases the quo- 
tations were obtained from the monthly edition of the bank and 
quotation section, subject to the same limitation as in the case of 
Elgin. 

Those companies for whose stocks daily quotations were avail- 
able throughout the fifteen-year period are Continental Can, 
Corn Products, International Harvester, Pullman, and Sears 
Roebuck. Daily quotations became available for the following 
stocks on the dates indicated: Inland Steel (March, 1924), and 
Stewart-Warner (April, 1920). 


ADJ USTMENT OF THE ORIGINAL STOCK QUOTATIONS 


Many changes in values of stocks, particularly the sudden, 
sharp changes, do not represent true increases or decreases in the 
value of the stock. Instead, they are the results of changes in the 
capital set-up made by the corporation and require elimination 


in order to determine the genuine changes in the market value of 
the stock. A list of the causes of these price changes for which 
adjustments were made in this study is as follows: 


1. Changes in number of shares 
a) Stock dividends 
6b) Changes in par value 
c) Split-up of stock 
d) Contraction of outstanding shares 
. Offering of stock rights 
. Payment of extra cash dividends 
. Mergers and consolidations’ 


In making the adjustments, the latest quotations for each com- 
pany have been allowed to remain unchanged, and the correc- 
tions have been made backward in order that past quotations 
may be comparable. After making the adjustments, the past 

* No attempt was made to adjust for the market effect of rumors or of market 


manipulation, because of the impossibility of exactly measuring such effects either 
theoretically or actually. 
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prices are intended to state the prices which would have been 
paid for the stock if the capital set-up of the corporation had al- 
ways been the same as it is at the present time. 

During the fifteen-year period studied, most of the companies 
included in this analysis experienced more than one change in 
their capital set-ups. 

An explanation of the different types of adjustments which 
were made follows, together with the method of deriving the ad- 
justment factors. 


CHANGES IN NUMBER OF SHARES 


The adjustment factor for these changes is found by dividing 
the total number of new shares that will be outstanding after the 
change by the number that existed prior to the change. For ex- 
ample, if a 25 per cent stock dividend occurred, the divisor (ad- 
justment factor) would be 1.25, and this weuld be divided into 
all prior quotations in order to make those quotations correspond 
to the present quotations. 


STOCK RIGHTS 

Two elements are involved in the issuance of rights to purchase 
additional stock: (1) an increase in the number of shares out- 
standing, and (2) an addition of cash to the assets of the com- 
pany with a resultant increase in the aggregate net worth. The 
adjustment for stock rights should recognize both of these fac- 
tors, but in making such adjustments the cash which was added 
to the company’s assets was valued at its book value, although it 
is a well-known fact that the investing public very frequently 
rates such newly invested cash at a higher value than it possessed 
as uninvested cash. 

To compute the adjustment factor for stock rights, the follow- 
ing procedure was followed: the high and low stock quotations 
were obtained for the five days prior to the date of record for the 
rights, and the average of the ten quotations accepted as the 
value possessed by the old stock. This value, multiplied by the 
number of shares which entitled the holder to purchase one whole 
new share, was added to the price at which each new share was 
sold to the rights-holder. This total value was divided by the 
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total number of shares which would then be in the block, and the 
result would be the value that each share would have after the 
issuance of the new stock. The old value divided by the new 
value would give the adjustment factor. 

For an example, assume that a company gives the right to each 
stockholder to purchase one new share at $80.00 for every three 
shares already held, and that the average price of the stock prior 
to the date of record was $120.00. The holder of three shares, of 
a value of $360.00, would, by the payment of $80.00, receive a 
fourth share. His total invested value would then be $440.00, 
and the value of each of his four shares would be $440.00 divided 
by four, or $110.00 a share. The adjustment factor would be 
found by dividing 120 by 110, giving 1.0909. 

EXTRA CASH DIVIDENDS 

The effect of cash dividends is usually ignored in studies of 
this type. Theoretically, the only way by which the quotations 
of the different companies’ stocks could be placed on a compara- 
ble basis would be to make adjustments for all cash dividends, 
both regular and extra. Cash dividends result in reduction of the 
assets of the companies paying them, and therefore reduce the 
value of the shares outstanding. Were the cash retained in the 
business, not only would the net worth of the company be in- 
creased, but also its earning power. Such a comprehensive con- 
sideration was not deemed significant for the purposes of this 
study, and the assumption was followed that differences in rates 
of regular dividends between different companies were not im- 
portant enough to make adjustments for them necessary. Ad- 
justments have been made only for all extra cash dividends; and 
these, for purpose of definition, have been taken to include all 
which are designated by the companies as extra dividends. 

The method of adjustment was to ascertain the average quota- 
tion value for the five days preceding the date of record of the 
dividend, to subtract from this value the amount of the dividend, 
and to divide the first value by the second value. For example, if 
the average price of a stock before a dividend disbursement was 
$80.00, and the dividend amounted to $10.00, the adjustment 
would be $80.00 divided by $70.00, giving 1.1429. 





A BAROMETER OF CHICAGO STOCK PRICES 189 


MERGERS AND CONSOLIDATIONS 

Only two of the companies included in the study were affected 
by mergers or consolidations during the period of the study. In- 
ternational Harvester existed as two companies prior to October, 
1918. Since the two companies were of almost equal size with 
regard to their book values and number of shares of stock out- 
standing, and since their coming together was in the nature of a 
consolidation rather than a merger, it was thought desirable to 
utilize the quotations of both of the companies prior to the time 
when they combined and, thus reflect the fortunes of both 
branches of the new company. 

The plan of exchange offered one and one-third shares of new 
company stock for each share of one of the existing companies, 
and two-thirds of a share of new company stock for each share 
of the other company. Or, in other words, for one share of each 
of the old companies—two shares altogether—there would be 
received in exchange two shares of the new company stock. 
Therefore, it was decided to construct an artificial series of price 
quotations for the period prior to October, 1918, by taking sim- 
ple arithmetic averages of the quotations of the two separate 
companies. This resulted in weighting the two companies equal- 
ly with regard to the number of shares of each that were out- 
standing, but in terms of values it gave approximately twice as 
much weight to one of the companies as to the other, because the 
price quotations of that company’s stock prior to October, 1918, 
ran about double those of the other company. The total weight- 
ing that resulted was therefore in correspondence with the terms 
of exchange that governed the consolidation. 

In the case of Pullman, Inc., a new holding company was or- 
ganized to take over the shares of the old company. The adjust- 
ment made was exactly the same as that used for the issuance of 
a stock dividend, or for the split-up of the shares of an existing 
company. 

UNUSUAL OR HYBRID ADJ USTMENTS 

In connection with Swift & Company, there were several un- 
usual occurrences. In October, 1916, rights were given to stock- 
holders to purchase new stock, and then an extra cash dividend 
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was declared of sufficient amount to exactly pay for all of the new 
stock to which each stockholder was entitled, and the company 
simply issued the new stock to those stockholders that elected to 
receive it in place of the cash dividend. The effect of the entire 
transaction was exactly the same as though a stock dividend had 
been issued, and therefore the adjustment used was similar. 

In May, 1918, Swift & Company issued new stock rights to 
purchase one new share at $100.00 for every four held, and be- 
fore these rights had been exercised a 25 per cent stock dividend 
was declared on the old stock. So, in effect, the stockholders re- 
ceived two new shares of stock for every four originally held, the 
two new shares costing a total of $100.00. The adjustment for 
the total event was the same as though the stock rights had been 
offered to purchase two new shares of stock at $50.00 each for 
every four shares originally held. 

In September, 1918, the stockholders of Swift & Company 
voted to receive in exchange for 10 per cent of their stock an 
equal par value amount of stock in the Swift International Com- 
pany, which was formed by Swift & Company to take over cer- 
tain lines of their business. The shares of both companies were 


rated above par by an approximately equal percentage. The 
price of the Swift & Company stock was not noticeably affected 
by the exchange, since Swift & Company relinquished assets to _ 
the new company proportionate to the amount of reduction in its 
own stock. Therefore no adjustment was considered necessary or 


proper. 

In October, 1918, a similar occurrence took place when again 
10 per cent of the outstanding stock was called in for retirement, 
and shares of an equal par value in Libby McNeil & Libby is- 
sued in their place. The only difference in this case was that the 
action resulted from an order by the United States government 
to segregate the business taken over by Libby McNeil & Libby. 
Here, again, no adjustment was made. 

In September, 1919, Swift & Company offered its stockholders 
the right to purchase two shares of National Leather Company 
stock at $10.00 a share for every share of Swift stock held. Since 
the stock of the National Leather Company was being currently 
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quoted on the New York Curb Exchange on a “when issued” 
basis, the value of these rights could be determined as the differ- 
ence between the quoted market values on the five days prior to 
the date of record and $10.00, the price at which the stock was 
offered to the Swift stockholders. These right values were then 
treated in regard to the Swift stock as though the stockholders 
had received an extra cash dividend for an amount equal to the 
value of the rights. 

JouN H. Cover 

Davin A. REVZAN 
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VINCENT J. COHENOUR 





PERSONNEL ASPECTS OF MERGERS 


O TWO mergers are alike; every merger is a special 

case.” A survey of the literature on mergers discloses 

this as at once the most definite and the least contro- 
versial statement to be found on the subject. But, relieved of re- 
sponsibility by this sage utterance, it is the way of most writers 
to proceed blithely with analysis and classification and to close 
with sweeping judgments concerning the particular aspect of 
the merger movement under discussion. The difficulty is not so 
much that each merger is unique but rather that we have such a 
paucity of specific information. Uniqueness will tend to disap- 
pear with more complete information. Experience with mergers 
is still in an experimental stage so that the meager data are at 
best only tentative and indicative. 

With due recognition of the dangers of premature generaliza- 
tion this article attempts to discuss the personnel problems cre- 
ated by the organization of mergers. Managers of mergers at- 
tempt, as do other managers, to organize and direct their enter- 
prises in such manner that, all things considered, the least unit 
cost of operation is attained. Viewed as a going process of ad- 
justment and improvement, the personnel problem of the merger 
is in most respects not unlike the problem found in independent 
businesses of comparable size and type. In two respects, how- 
ever, the merger movement does raise personnel problems that 
are distinctive. In the first place, the merger confronts the per- 
sonnel with a sudden and oftentimes sweeping change in condi- 
tions. It calls for adjustment in attitudes, jobs, and working re- 
lationships on the part of both managers and workers. Equally 
drastic change may come in the natural life of the individual en- 
terprise, but merging makes it inevitable. In the second place, 
the widespread merger movement of recent years is remaking 
the structure of business and industry, with consequences for the 
human element that are difficult to appraise but are of sufficient 
portent to merit thoughtful consideration. These two groups of 
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problems constitute the personnel aspects of the merger move- 
ment: the subject of this paper. — 

The character of the personnel problems that arise in connec- 
tion with the merging of established businesses depends to a 
large degree upon the nature of the merging process. Some merg- 
ers entail very little adjustment of personnel, whereas other types 
involve the breaking-down, or even obliteration, of the old, and 
the building of a new organization. The merger operations of 
the Purity Bakeries have involved the minimum disturbance to 
personnel, whereas the extreme degree of disturbance is repre- 
sented in cases such as that of the Continental Commercial and 
the Illinois Merchants banks. 

In the former case merger operations are effected by purchas- 
ing independent bakeries to be operated, except for general con- 
trol, as self-contained independent units. The object of the par- 
ent-organization is to extend its activities into profitable territory 
by acquisition of additional bakeries. Each plant has a possible 
sales radius of 150 miles, and in consequence both production 
and sales are operated on a strictly plant basis. The company 
does not purchase a bakery unless it can obtain therewith a per- 
sonnel organization capable of operating the business efficiently. 
In the words of a major executive of this company: ‘We buy 
organization, not brick and mortar.” In a merger of this sort 
the only part of the personnel organization significantly affected 
is the group of major executives. The former president generally 
steps out in accordance with a previous agreement, and some- 
one from the second rank is made general manager. 

The consolidation of two large metropolitan banks under one 
roof to be operated as a single bank requires reshuffling the per- 
sonnel of the old organizations. Many workers find themselves 
in new jobs, with new bosses and new associates. Some dis- 
turbance of seniority and prospects of promotion inevitably 
occurs. Other workers, both high and low, are found to be 
superfluous. 

Examination of a representative list of the mergers that have 
been effected during recent years indicates that the cases cited 
fairly represent the extremes in respect to the degree of dis- 
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turbance to the personnel organization. The bulk of mergers 
will be found to fall within these limits. As contrasted with the 
merger movement of the late nineteenth century in which the 
prevailing objective was the control of output and price, the pre- 
dominant objective in the current movement is the control of 
market outlets. Such objectives as stock jobbing, a place in the 
sun for major executives and owners, the union of the comple- 
mentary virtues of particular executives, attempts to bolster up 
declining or failing businesses, control of patents, acquisition of 
better production facilities, combination of special advantages 
of different businesses in production or sales, monopoly control, 
growing bigger because of need of raw materials, are well repre- 
sented in the current merger movement. The predominant ob- 
jective, however, appears to be a more effective development and 
- control of marketing. 

In line with this policy the companies are merged (1) to de- 
velop a more complete and complementary line, (2) to combine 
sales and collection costs, (3) to make a business as big as its 
customers, (4) to nationalize a business, (5) to stabilize a de- 
clining cutthroat industry, and (6) to lessen competition after 
the initial growth and development days are over. (Perhaps half 
the mergers are of this last sort.) 

Consolidation to attain any of these objectives obviously re- 
quires changes in the personnel organization—in some cases 
mild, in others drastic. The merger may actually affect to a sig- 
nificant degree only a small percentage of the personnel; but, 
until individually reassured, each person is confronted with 
whatever uncertainties may be conceivably in store for the group 
and as many more as a vivid imagination can conjure up. 

The uncertainties faced by members of merging organizations 
may be grouped as follows: 

1. Probability of— 
a) Loss of job 
6) Loss of “rights” earned by service in the old organization, 
e.g., security of tenure, preferred jobs, promotion pros- 
pects, pensions, profit-sharing, etc. 
c) Loss of prestige by shift to lower order of position 
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2. Probability of difficult adjustment to— 

a) New duties 

b) Newsystems of management 

c) New bosses 

d) New associates 

To effect the economies expected in most of the types of merg- 
ers listed above, some reduction in the work force must generally 
be made, new managers installed, plants closed, and inefficient 
or superfluous workers eliminated. Personal relations and 
“equities” in jobs are disturbed, and a strain is put on the work- 
ers to adjust themselves to new jobs and methods. Business 
men who have had considerable experience with mergers report 
that the faintest rumor of a merger disturbs the morale of an 
organization and results in reduced efficiency. 

There is, of course, a small group of daring persons, aggres- 
sively “on the make” and confident of ability to land on their 
feet, who welcome the change that a merger brings. To such 
persons old barriers are broken down, and the merger, because 
of larger size, presents opportunities for greater attainments. 
Unfortunately, however, few persons, particularly those who 
have reached middle age and settled habits, have either the relish 
or the faculty required for the changes that mergers may require. 

This presentation of the disturbances to personnel that merg- 
ers precipitate indicates the nature of the problems confronting 
managers. A new organization must be developed to man the 
consolidation, and the good will of both workers and public must 
be conserved and developed. 

In part, this is a technical job of laying out and defining tasks, 
and of selecting from the old organization, or recruiting, new 
personnel qualified to fill the positions of major executive, staff 
officer, plant or branch manager, sales and office worker, and 
rank and file employee. The difficulty of such a task does not 
require elaboration. 

Building an organization is, however, more than a technical 
problem of analyzing and assorting. There is the problem of 
fitting men together into a harmonious organization, the devel- 
opment of a co-operative team spirit that will effectively pro- 
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mote the interests of the new company. The attainment of this 
objective is at best tedious and difficult. In mixing organizations, 
persons of clashing temperaments may be thrown together, and 
executives provided with types of subordinates they would not 
themselves select. Moreover, it is not easy quickly to develop 
in the personnel the same enthusiasm for the new company and 
its products that was held for the old. 

Where methods are changed so that employees of any rank 
or order are confronted by new duties, there is the difficult and 
oftentimes impossible job of training the middle-aged and older 
men effectively to perform these tasks. Some managers do not 
permit their businesses to grow more rapidly than fo per cent a 
year because they find it impossible to train their organizations 
to handle a larger increase economically. In few cases of merg- 
ers would the problem of training and adjustment fall within 
such a limit. 

In view of these difficulties it is not surprising that complaints 
and resignations in large numbers follow upon mergers, and that 
managers so frequently find it impossible to realize quickly the 
merger economies that technical calculations had led them to 
expect. 

To complicate the problem still more, the value of public 
good will, as well as good industrial relations, is enhanced by 
reason of mergers. Mergers tend to be under suspicion. This 
calls for some satisfactory way of avoiding or mitigating the 
difficulties which the merger imposes upon the employees. It is 
impossible either to remove or fully to compensate for all these 
difficulties, but the experience of certain companies indicates 
that sympathetic understanding and an honest and reasonable 
gesture toward softening the blow go far toward forestalling 
criticism. 

How well on the average do persons responsible for projecting 
and effecting mergers foresee the nature and difficulties of the 
personnel aspects of the merger, and how wisely and efficiently 
do they handle the problem? Analysis of a group of representa- 
tive mergers indicates that effective handling of the personnel 
phase is the exception rather than the rule. Too frequently the 
data used in working out the merger have been limited to such 
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matters as working capital, valuation, plant capacities, geo- 
graphical location of plants, trade-marks, patents, earning pow- 
er, merchandising, etc.; and only incidental consideration has 
been given to the human organization that must be retained or 
developed to make effective use of the mechanical elements. In 
several known cases the method of elimination followed was that 
of discharging the employees enjoying the higher salaries. The 
following report of the merging of ten companies is not cited as 
typical in respect to results, but in respect to method it is not 
uncommon. 


The first word that the employees of any of these companies had was the 
appearance in their local paper of an Associated Press dispatch from New 
York that the consolidation had been effected. The resulting confusion is 
almost indescribable. For, after all, ten presidents, thirty-two vice-presi- 
dents, ten secretaries, ten treasurers, ten sales managers, and an unknown 
number of assistant sales managers, branch managers, factory superintend- 
ents, and salesmen are a difficult group to handle, particularly when they are 
both astonished and displeased at what has been done by their superiors, and 
when they are pessimistic at the workability of the consolidation. 

In the first year after consolidation net sales were forty per cent less than 
the separate companies had attained during the prior year, the substar.cial 
net profits of the individual companies had disappeared and were replaced by 
an operating loss.1 


Another case represents the merger of three individually suc- 
cessful companies producing complementary but non-competing 
products: 


Within three years after the consolidation, the company went into re- 
ceivership. The cost of distributing the products of this consolidation actu- 
ally showed an increase while the net sales showed a considerable decrease. 
As soon as the consolidation was effected, the general sales manager of the 
major company was given charge of all merchandising activities, with in- 
structions that the best men in each organization were to be retained. Dis- 
sension developed immediately, accompanied by a feeling of uncertainty on 
the part of each member of the sales organization as to whether he was to 
be retained or discharged. Obviously very little effective sales work was 
done, for each man was primarily engaged in attempting to protect his own 
position and at the same time keep an eye out for other employment.” 


* B.C. Milner, Mergers Do Not Insure Low Costs (New York: Ford, Bacon & 
Davis, Inc., Engineers, 1929), p. 14. 


* Ibid., p. 12. 
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Cases illustrative of a failure to understand the importance 
and difficulty of dealing effectively with the personnel element 
could be readily multiplied. Fortunately, however, the results 
are generally less disastrous than in the cases cited. All too fre- 
quently, however, haste to secure the expected economies leads 
to an orgy of axe-wielding; length of service, service rights 
toward pensions, shares in profits, etc., and even capacity for 
work are ignored in the crusade to lower costs. The fact of finan- 
cial success does not establish the wisdom of the personnel poli- 
cies; though often the most important, personnel is not the sole 
determining factor in a merger. 

On the brighter side of the picture many cases may be cited in 
which the personnel aspect has been handled in a considerate 
and efficient manner. Instances of this sort are the bakery and 
the bank mergers cited earlier in this paper. 

The bakery consolidation is expanding the scope of its busi- 
ness by acquiring independent plants or chains of plants. Each 
bakery in the system is operated, except for general control, as 
an independent unit under the direction of local management. 
The personnel organization is held to transcend in importance 
all other assets. All negotiations and investigations are meticu- 
lously kept from the organization to guard against the disinte- 
grating effect of uncertainty and rumor. Once the deal is con- 
summated, a major executive appears in person to “shake hands” 
with the organization, to explain the personnel policies of the 
company, and to assure the personnel individually and collec- 
tively that positions are secure and that “if your former employ- 
er needed your services, we need them much more because we, a 
national organization, are more dependent on you.” 

This company has found that the typical owner-manager of 
a plant does not make a good employee in the larger company. 
“He is a solo singer, refusing to sing in a quartette, much less 
a chorus; and the fact that he is ready to consider selling his 
business generally means that he has already lost his aggres- 
siveness and enthusiasm and practically has ceased to manage.” 
The resignation or agreement to withdraw at an early date is 
generally a part of the sale contract, and the appointment of a 
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new manager from the secondary line of executives is a part of 
the announcement of the merger to the employees. All available 
evidence bears out the claims of a major executive of this con- 
solidation that his company experiences none of the personnel 
problems usually incident to mergers. 

An equally good report can be made of the manner in which 
the personnel problem was handled in merging two of the largest 
banks in Chicago. Both the technical and the morale aspects of 
the problem in this case were much more complicated than in 
the case of the bakery merger, since the banks were brought to- 
gether in one building and operated as a unit. Both banks had 
excellent personnel departments equipped with efficient person- 
nel analyses and records. This simplified and made more precise 
the assortment and placing of employees. Old equities were 
thoughtfully conserved. This wholesale process of reshuffling 
has been made with a minimum of difficulty and complaint. 

In the cases cited above we probably see the handling of the 
personnel aspect of mergers at its best and perhaps near its worst. 
At best, it presents a difficult and important problem to manage- 
ment, and inevitably some loss or trying disturbance to workers. 
At worst, it is rather terrible for both parties. It is only fair to 
state, however, that there has been a great deal of exaggeration 
in reports of the treatment of former owners and employees. 
The public attitude toward mergers is somewhat suspicious, and 
this makes them ready scapegoats for ills and misfortunes of 
various sorts. It is not surprising to find “Making the Old Crew 
Walk the Plank” a popular theme. From former proprietors 
comes a considerable wail of having been “‘squeezed out.” Such 
things doubtless frequently occur, but the opinion of the bakery 
executive quoted above is in point. Some of these persons find 
leisure appalling, and the mere fact of having agreed to resign 
does not prevent “hollering.” Then, too, many persons efficient 
in the old organization do not fit into the new, or for other reasons 
lose their efficiency. Discharge for such reasons is not quite syn- 
onymous with being “squeezed out.” The situation is somewhat 
like that occasioned by a general strike of coal miners: during 





200 THE JOURNAL OF BUSINESS 


such crises there are few deaths from natural causes, but freezing 
decimates the ranks. 

When a concern verging on bankruptcy is merged, the employ- 
ees cannot be deprived of much, no matter how drastic the 
change, since there is little to be had from a failing firm. Such 
an instance is offered by the Armour-Morris merger. All but one 
of the Morris plants were closed immediately, and more gradually 
the greater part of the branch house and sales organization 
eliminated. A small part of the personnel was employed by Ar- 
mour and Company, but the bulk was discharged. Those em- 
ployed had their years of service in Morris and Company cred- 
ited toward a pension in Armour and Company. Those not em- 
ployed received no pension compensation. For this personnel 
policy Armour and Company was roundly criticized in the press, 
and the company was sued by pensioners of Morris and Com- 
pany. This has all the appearance of being very thoughtless and 
unfair treatment. However, in view of the fact that the Morris’ 
pension fund was exhausted and the company was on the verge 
of bankruptcy, much of the public criticism seems unjust. 

Turning now to consider the more general aspects of the prob- 
lem, it is apparent that the merger movement is making revolu- 
tionary changes in the structure of commerce and industry. Old 
methods and relationships are being displaced in a manner that 
is fascinating and bewildering. The picture is made still more 
perplexing by the lack of data by which the possible extent of the 
movement may be predicted with any degree of certainty. What 
may be said of the probable effects of these changes in economic 
structure upon the position of the workers? (The term “worker” 
is here defined to include all persons engaged in economic en- 
deavor, in the capacity either of proprietor or employee. ) 

From the worker’s viewpoint the merit of an economic or- 
ganization tends to be judged by what it offers in the way of: 
1. Employment at capacity to render effective service (this cov- 

ers both regularity of employment and the kind of employ- 

ment suited to the individual capacities of the worker ) 
2. Employment under conditions conducive to the development 
and maintenance of physical vigor 
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3. Employment under conditions conducive to the development 
and maintenance of character and personal integrity 

4. Ashare of the product that is fair, and sufficient in amount to 
support a reasonable standard of living. 

No economic organization ever has or ever will be able to give 
complete satisfaction on these points. We shall always have la- 
bor problems as long as social standards are progressing. The 
merger movement is, consequently, involved only to the extent 
that the changes it introduces may affect to a significant degree 
the position of the worker in respect to the points listed above. 

One of the most obvious results of the merger movement is an 
increase in the average size of the business enterprise. The pro- 
portion of employees is increased, and the proportion of propri- 
etors correspondingly reduced. In other words, the wage system 
is extended. Current comment is replete with eulogies setting 
forth the virtues of the independent proprietor. He has long 
been regarded as the foundation stone of our particular cultural 
system, and consequently his possible extinction is not viewed 
with complacency. This situation raises two pertinent questions: 
What is the probable extent of this tendency to displace the 
individual proprietor? Is his displacement a net disadvantage? 

It appears that certain lines of business are destined to be de- 
veloped by large consolidations of the integration or combination 
variety because of economic advantages in large-scale operation. 
This is true of public utilities. It applies to industries producing 
standardized basic commodities where there are advantages in 
heavy capital investment. Consolidations appear to have advan- 
tages also in a certain stage of industrial development. When the 
period of growth and expansion is over, the industry is usually 
burdened with excessive plant capacity. Consolidations may be 
advantageous under such conditions. 

Despite these situations in which the small independent pro- 
prietor has small chance to thrive, there are yet, and probably 
will continue to be, many lines in which the individual of ability 
will have opportunities. Many kinds of business must remain 
small to operate effectively. This list includes all lines in which 
products or services cannot be standardized; businesses cater- 
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ing to a small market; businesses whose local market is small 
and whose product has a high transportation cost; businesses 
whose raw material is scattered and cannot be concentrated be- 
cause of high transportation cost; businesses in which skilled 
labor is the chief element. Consolidations have been effected 
in some of these lines, but there is no reason to judge that this 
fact demonstrates the ultimate extinction of the small inde- 
pendent proprietor. By no means has every consolidation proved 
to be economical. 

Perhaps the fate of the independent retailer has attracted most 
attention. The struggle is still inconclusive, but observation indi- 
cates that the able retailer performing services of a high grade 
can still operate profitably. An interesting illustration is found 
in the baking industry. Here we find giant consolidations operat- 
ing alongside the handicraft baker with no apparent danger of 
extinction for the latter. There is no known way to control ini- 
tiative and ability. In any line of business in which there is a 
premium on these qualities there will always be opportunity for 
the independent proprietor. 

Is the displacement of the individual proprietor a net disad- 
vantage? The consolidation does not make good management 
less necessary. It needs, even more than the smaller enterprise, 
the services of persons of initiative and executive ability. Per- 
sons possessing these qualities plus capacities for team work and 
co-operation get on in business of any scale. For such persons 
the consolidation presents larger opportunities than a smaller 
business. What of the individual of lesser abilities? The bulk of 
such persons get on indifferently however located. It is probably 
advantageous to such individuals, as well as to society, that they 
work for the Great Atlantic and Pacific Tea Company rather 
than fail as independent grocers. 

The comparative advantages of employment in a consolida- 
tion versus employment in an independent business remain for 
consideration. They can best be analyzed by making the com- 
parison in respect to specific issues, such as: 

1. Impersonal relations 
2. Opportunities for advancement 
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3. Mechanization, and its attendant effects on— 

a) Accidents 

5b) Fatigue 

c) Monotony 

Regularity of employment 

Hours of work 

Wages 

7. Working conditions 

In respect to these points the difference between employment in 
a consolidation and employment in an individual enterprise de- 
pends in part upon differences in size, regularity of employment, 
and degree of mechanization, and in part upon differences in 
managerial policies and methods. 

Other things being equal, employees find it more difficult to 
maintain their identity as individuals in the larger organization. 
The average person is a smaller fraction of the total, and in con- 
sequence tends to feel himself less significant. He is, moreover, 
in more danger of being overlooked or lost in the shuffle. Con- 
solidation increases the average size of the business enterprise, 
but it has no necessary effect upon the size of the operating unit. 
Impersonal relations and opportunities for advancement are 
affected by the size of the operating unit rather than by the size 
of the enterprise, so that in these respects the merger movement 
is of minor consequence. 

It is the judgment of careful investigators that consolidations 
promote the mechanization of industry. With every increase in 
mechanization the exposure to injury is increased. Analyses of 
accident records indicate quite conclusively, however, that the 
accident rate is much lower in the large companies than in those 
of medium and small size. Better safety engineering explains 
this seeming paradox. The relation of mechanization to monot- 
ony and fatigue is completely controversial. 

The effect of consolidation upon the regularity of employment 
is a moot question. Dr. W. I. King’ concludes that employment 
is most regular in the smaller companies, while the National In- 


PS > 


* Wages, Hours, and Employment in Prosperity and Depression (New York: 
National Bureau of Economic Research, 1923). 
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dustrial Conference Board* arrives at the opposite conclusion. 
Neither judgment is well fortified, but it appears more probable 
that consolidations provide somewhat more steady employment. 

In so far as advantages of employment depend upon the qual- 
ity of personnel management, the balance is decidedly in favor 
of the consolidations. Because consolidations tend generally to 
be regarded with suspicion, they place a high value upon public 
and worker good will. It is in such large organizations that we 
find personnel management most highly developed, and it is in 
these organizations also that we find on the average the most lib- 
eral employment policies. Exceptions in large numbers may ex- 
ist; but it can be said that consolidations have through their 
personnel policies and methods in respect to personal treatment, 
promotion policies, safety engineering, improved working condi- 
tions, liberal wages, shorter hours, and regularity of employment 
forged far ahead of the average independent industry. 

R. W. STONE 


* Mergers in Industry (New York: National Industrial Conference Board, 
1929). 





THE FEDERAL COURTS AND 
ORGANIZED LABOR. I 


FOREWORD 


N THE minds of students of “labor problems” (particularly, 
but not entirely, of those students not “trained in the law’’) 
there is a considerable amount of conjecture, confusion, 

and vagueness of apprehension with regard to certain matters of 
inierest and importance to everyone who has an interest in labor 
law and labor problems. These matters include not only the pre- 
cise state of the substantive law which has been laid down and 
applied by the federal courts to problems which have arisen from 
collective bargaining activities; they include also (a) the extent 
of the applicability and binding force of federal law upon labor 
unions, employers’ associations, and members and friends of 
members of such groups in particular cases, (d) the “attitude” 
of the federal courts toward organized labor and toward its place 
in the social scheme, and (c) the social wisdom of the use of the 
injunction against organized labor in industrial disputes. 


With a view of affording some means by which this unsatis- 
factory condition may be somewhat relieved, it is my purpose to 
set forth a series of statements which will specify as clearly, as 
accurately, and as completely as may be: 


1. The extent of the jurisdictional authority of the federal courts to deal 
with labor controversies and problems. 
. The extent (in terms of numbers of cases and types of problems) to which 
the federal courts have exercised their jurisdiction, as shown by the re- 
ported' decisions. 


* The studies are confined to the reported cases. Nothing short of a detailed ex- 
amination of the records of all the federal district and old circuit courts would dis- 
close the total number of unreported cases. The number must be enormous. For 
instance, it is said that during the shopmen’s strike of 1922, about 300 injunctions 
were issued by federal courts, but only 12 are reported. See Frankfurter and 
Greene, The Labor Injunction (1930), p. 52; and in (1928-29) 44 Law Quart. 
Rev. 357. Too, newspaper reports and other casual reports are notoriously unre- 
liable; so that unless there is some pressing necessity for it, a search for, and ex- 
amination of, such cases does not seem justifiable. For a complete examination of 
the effects of the use of injunctions, such a search may be necessary. See Frank- 
furter and Greene, op. cit., p. 49, Nn. 7. 
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. What is the result (in terms of the rules of substantive law) of the re- 
ported decisions of these courts—what is the federal courts’ law of labor 
controversies. 

. The extent to which federal law is binding upon individuals and combina- 
tions as they take part in the collective bargaining struggle between em- 
ployers and organized labor. 

. The “attitude” of the federal courts toward organized labor and toward 
the social problems involved in the activities of organized labor—so far as 
it seems fair to say that any attitude at all is disclosed by the reported de- 
cisions and opinions. 

. What is a reasonable course for us, in this country, to follow with regard 
to the use of the injunction in labor disputes. 


In order that analyses may be accurate and statements trust- 
worthy it is proposed to examine every reported decision and 
opinion of the federal courts which in any way bears upon the 
activities of organized labor. Owing to the fact that current di- 
gests and encyclopedias of law are organized upon the basis of 
orthodox categories, we cannot trust to them in an attempt to 
assemble all the material which the courts have handed over to 
us.” It has therefore been necessary to make a page-by-page ex- 


amination of every volume of Federal Cases, Federal Reporter 
(both series), and the United States reports.’ It is the material 
which has been assembled in this way which it is proposed to 
examine for the accomplishment of the purposes set out in the 
foregoing.* 


? Points of substantive law are often hidden in cases which are classified in the 
digests under procedural and other unguessable categories; and it is altogether too 
much to hope that one’s ingenuity will suggest to him every possible category 
in which labor union cases can be found. In fact, in a few instances, after cases 
had been found, my ingenuity was not sufficient to enable me even then to find 
them in the digests. 


* I have to thank Mr. Alex. Elson, of the Chicago bar, for his patient assistance 
in making this search through the 300 volumes of Federal Reporter (first series). 
Through the remaining 345 volumes the search was carried by myself. It may be 
asserted with considerable confidence that no case of any importance in this re- 
gard has been overlooked. 


*On pages 207-9 are tables in which I have made an approximate classifica- 
tion of the cases which bear upon labor problems of whatever kind. When these 
cases have been digested, if that ever is worth doing, the classification may be im- 
proved. 
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DECISIONS OF INFERIOR FEDERAL COURTS, BEARING ON 
LABOR PROBLEMS 


FEDERAL CASES TO 1880 
Seamen: 
Wages . . : . ; : : . soe 
Crimes . ‘ y 3 : , ; - & 
Miscellaneous 3 i ‘ ‘ ‘ . 228 


Injury at common law . ‘ : = - 2 
Apprentices ‘ : : , ; : ~ 8 
Inventionsofemployees. . . . . 3 
Unions ‘ : Pa : ‘ : - 4 
Miscellaneous: 
Miner’s lien law (Nev.); enticing servant; 
wages; slander 


Total . 


FEDERAL REPORTER, 1880—FEBRUARY I, 1930 


Seamen. ers : : 3 ; ; fOr 464 
Injury atcommonlaw_ . . , , ; ; F 1,417 


Labor unions . ; : : : : F ‘ : 290 
Federal statutes: 

Employers’ liability 

Safety appliance acts . 

Hours of service acts 

Contract labor acts 

Boiler inspection Act 

Transportation Act 

Longshoremen’s Act 

Miscellaneous 


State statutes: 
Workmen’s compensation acts 
Employers’ liability acts 
Safety appliance acts . 
Child labor acts 
Wages acts , 
Employment agencies . 
Miscellaneous 


Carried forward . 
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Brought forward 
State constitutions 
Common law: 
Contracts of employment 
Inventions of employee 
Miscellaneous 


Total. . . - +. * 4 ee . « 9,208 
a 


LABOR CASES REPORTED FROM THE SUPREME COURT 
OF THE UNITED STATES 
Common law questions: 
Personal injury and master’s liability at common law 
The contract of employment and its validity 
The rights of seamen at common law 
Priority of taxes over wages claims 
Garnishment of employer after judgment 
Nature of jury trial ; 
The right to organize and a with other engheyens . 


Total ' 
Interpretation of state statutes: 
Employers’ liability acts 
Workmen’s compensation acts 
City ordinances ; ; 
Miscellaneous (hours of service, time, means wel mods ot 
payment, safety appliance laws, employment contract 
statutes, minimum wage laws, industrial arbitration stat- 
utes, etc.) 


Total ’ 
Interpretation and epalication ol ay statutes: 
Federal eight-hour law . 
Contract labor and peonage laws . 
Hours of service law 
Antitrust laws: 
Damages ‘ 
Injunctions and content . 
Right to organize and interfere with cmalepees 
Responsibility of unions 
Adamson Law . 
Seamen’s acts . 
Child labor acts 
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Minimum wage act of ea for District of Columbia . 

Erdman Act 

First employers’ liability act . ; 

Second employers’ liability act and safety sggllance acts : 
Criminal cases—conspiracy 
Miscellaneous: 

Bonds of contract or on public works . 

Assignment of wages under act of 1894 

Mail clerks wages . 


Total . ‘ ‘ P ‘ ; , ‘ : ‘ ' « «+» oe 
Grand total . ; ; ‘ : ‘ : : ‘ , . « 


The present paper is an examination of the state of the federal 
law with regard to labor organizations before the application of 
the Sherman Act. Not only does the date of this application mark 
an era in the development of substantive law, but as we shall see 
it almost coincides with the time of important changes of policy 
and influence on the part of labor organizations themselves. It 
was at this time that the American Federation of Labor arose to 
take the prominent place in American affairs which it has occu- 
pied since the early “nineties.” In Appendix II, I have sub- 
joined a brief outline of the principles and limitations of the 
jurisdiction of the federal courts, because the extent of the 
authority of those courts, the scope of the binding effects of their 
decisions and opinions, and their attitudes toward labor prob- 
lems cannot be adequately understood without consideration of 
the principles of jurisdiction. For example, if the problem of 
jurisdiction is appreciated, the rule of the Coronado cases’ as to 
the suability of unincorporated unions will be seen to be truly a 
statement of law and not a mere dictum as some persons have be- 
lieved it to be.® Again, a large part of the foundation of the pow- 

° 259 US. 344 (1922), 42 Sup. Ct. 570; and 268 U.S. 295 (1925), 45 Sup. Ct. 
551. See also Magill, “Suability of Labor Unions,” I, N.C.L.R., 81 (1922). 


*No court may lawfully act at all until its jurisdiction is established. There- 
fore, it is proper to inquire at the outset of examination of the record (if the ques- 
tion is raised), whether or not the trial court had jurisdiction. If that is what the 
court is doing in the first Coronado case, the decision as to the suability of the 
union is essential to final decision on the merits; and the rule of suability is there- 
fore necessary to the decision, and not dictum. 





210 THE JOURNAL OF BUSINESS 


er of the Supreme Court to declare invalid those laws of Congress 
which are repugnant to the Constitution is its appellate jurisdic- 
tion as conferred by the Judiciary Act of 1789 and its modifica- 
tions and amendments. 

Later papers, according to the present plan, will discuss the 
law which has been applied by the federal courts since 1893, with 
regard to the right to strike, the legality of boycotts, picketing, 
black lists, and other practices, both at common law and under 
federal statutes; with regard to the meaning and validity of ap- 
plicable state and federal statutes; and with regard to the legal 
status of contracts formed by collective bargaining methods. 
Other papers are planned to discuss the legality (under federal 
law) of labor practices classified in terms of the objects sought 
and the functions to be performed by labor unions; and to discuss 
the “attitude” of the federal courts toward organized labor, if it 
is possible to discover any such attitude. Finally, it is hoped that 
by the time of the completion of these studies, it may be possible 
to evaluate the social wisdom of permitting the use of the injunc- 
tion as a device for protecting private interests in labor disputes, 
either with or without the development of some liberty or other 
aid to organized labor in lieu of that which has been or which may 
be taken away from it as a result of extensive use of the injunc- 
tion. 


I. THE FEDERAL COURTS AND ORGANIZED LABOR BEFORE THE 
APPLICATION OF THE SHERMAN ACT 
INTRODUCTION 

The first case in which the federal courts applied the Act of 
July 2, 1890, to a combination of workers was U.S. v. Working- 
men’s Amalgamated Council of New Orleans.’ The case arose 
out of the teamsters’ and draymen’s strike in New Orleans in 
1892. A number of workmen, citizens of Louisiana, while they 
were contemplating a strike in sympathy with dock-workers, 
committed some acts of violence and interfered with the work of 


* 54 Fed. 994 (March 23, 1893), Circuit Court, E.D.La. 
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men who were handling goods which were in fact in transit in 
interstate commerce. At the instance of the government, pro- 
ceeding under the act, an injunction was issued enjoining the 
intimidation of other workers and the prevention of them from 
working. The court said: “It is the successful effort of the com- 
bination of the defendants to intimidate and overawe others who 
were at work in conducting or carrying on the commerce of the 
country, in which the court finds their error and their violation 
of the statute” (the Sherman Act).° 

Previous to this case, there was but one reported case in which 
the ingenuity of counsel had suggested the application of the 
Sherman Act to the activities of any combination of laboring 
men. In Blindell vy. Hagen,’ a private person petitioned for an 
injunction, alleging violations of the Sherman Act; but the court 
denied relief under that statute, holding that the act did not af- 
ford the right of injunction to a private party.”® 

Page-by-page examination of the federal reports up to the date 
of the Amalgamated case brings to light seventeen cases involv- 
ing twenty-three decisions. In time they stretch from 1877 to 
1897."* All but five of them arose out of railway strikes. Of the 
twenty-three decisions, one was rendered under the Interstate 
Commerce Act of 1887, one was in a suit for damages, two were 
in criminal cases which arose out of obstruction of the passage 
of the mails, three were upon petition by employers for injunc- 
tions against combinations of workers or their friends, one was 
upon a petition by employees for relief against a receiver, nine 
were contempt proceedings of one sort or another, and six were 


* The case will be discussed in detail in a subsequent paper. 
° 54 Fed. 40 (February 2, 1893), Circuit Court, E.D.La. 


* An injunction was granted apart from the statute. See page 226 infra. The 
case is interesting at this point merely as an instance in which an attempt was 
made to apply the statute. The interpretation of the statute which was the basis 
of this result will be adverted to in a later paper. 


* Three of the decisions are of dates later than that of the Amalgamated case, 
but they all arose from a case of earlier date. See Appendix II, Cases Nos. 17), 
17¢, 17d. 
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decisions upon appeals. Seven of the contempt cases are of in- 
terest because of the fact that they exemplify contempt of court 
which may arise otherwise than by violation of an injunction or 
other specific decree of court—a phase of labor law not often 
adverted to by writers in the field.‘ Upon finding but twenty- 
three decisions during this period and more than ten times as 
many during the thirty years next succeeding, one wishes to 
know why it was that it was so late before any cases of this kind 
came to the federal courts and why so few of them came during 
this early period. The rise of the modern labor-union movement 
dates from the period of rising prices following the Civil War and 
the movement had attained considerable impetus and propor- 
tions by the late seventies; ** and the power of courts to deal with 
some of the practices of unions had been established in England 
and in the states of this country. Why was it so long before the 
habit of appealing to the federal courts made its appearance? 
The passage of the Sherman Act cannot be responsible for the 
whole of the increase, as we shall see in later papers. It is be- 
lieved that the following conditions exerted important effects in 


this regard.** 

1. Organized labor had not yet come to the point in its de- 
velopment at which it was willing to sanction the strike as a 
weapon to be used with the abandon which characterizes its 
use during a later period. Most of the early strikes were small— 
they involved relatively few men and affected only local areas; 
the unions were not well organized, their morale was low, and 


* A notable exception is E. E. Witte. In Early American Labour Cases, 35 Yale 
L.J. 825 (1926), he points out the relation between some of the cases of this sort 
and the development of the use of the injunction. In his article he mentions, of 
the cases enumerated in our Appendix I, only Nos. 1, 2, and 13. Another exception 
is Oakes, Organized Labor and Industrial Conflicts; but Mr. Oakes’s treatment of 
the cases is encyclopedic rather than historical. 


* See The Labor Movement in the United States, 1860-1895 (1929), by Nor- 
man J. Ware. 


* The ensuing discussion is admittedly suggestive rather than explanatory in 
any definitive sense. Perhaps some expert historian will turn his attention to this 
question. 
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they did not have the well-filled treasuries of later years; it was 
relatively easy for employers to replace striking workmen or to 
defend themselves by other means. As a general result of these 
conditions, many of the early strikes were failures. In fact the 
experiences of this period made it seem to some labor leaders 
that they were forced to the conclusion that the strike was not an 
appropriate weapon with which to induce the employer to raise 
wages, reduce hours of work, and improve conditions generally.** 
The Knights of Labor, the most prominent labor organization 
before the organization of the American Federation of Labor in 
1886, ostensibly at least declared itself in favor of the abolition 
of strikes, and seemed about to turn its attention toward “arbi- 
tration.”** At any rate, the policy of the Knights, partly, per- 
haps, by accident but partly by design, practically made impos- 
sible the administration of any fund for the financial support of 
strikes. 

It is worthy of note, however, that during the time when the 
Knights were advocating arbitration, they were thinking in 
terms solely of means to be used in attempts to procure higher 
wages and shorter hours. But when, in the succeeding period, 
labor leaders were faced with the cold, hard facts that arbitration 
must be preceded by recognition of the union and of its right to 
represent employees in the bargaining struggle, and that em- 
ployers in considerable numbers were declining to recognize the 
unions or the rights of the latter to speak and bargain for em- 
ployees, the attitude of labor and, naturally, its policies under- 
went a change. Whether or not the strike was a weapon proper 
to use after recognition of a union, it seemed to the men of that 
period that the strike and its concomitants, the boycott and 
the picket line, not only were proper but, indeed, were the only 
weapons with which labor could successfully wage its struggle for 
recognition.’* Inevitably, as men turned to the sharpening and 


* See Ware, op. cit., passim. 
* As to what they meant by arbitration, see ibid. 


™ See Ware, op. cit., chap. vii. 
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use of these weapons, and as they found their numerical and 
financial resources increasing under new leadership and new 
conditions, they exerted more force, they threatened and com- 
mitted more damage, their activities menaced a growing inter- 
state commerce; in a word, they were more “dangerous,” and 
the employers, no longer able to defend themselves as they had 
been able to do in the earlier period, turned to the courts (and 
in many cases, to the federal courts) for help in the struggle.** 

2. The original jurisdiction of the federal courts over labor 
cases is confined in general to (a) cases involving the violation 
of federal statutes and () cases arising between citizens of dif- 
ferent states or between citizens of a state and foreign citizens 
or subjects.’® During the seventies and eighties, the only federal 
statutes likely to be violated by striking workers were the con- 
spiracy statutes which were narrowly limited, the laws which 
forbade obstruction of the mails, and the Interstate Commerce 
Act of 1887. Suits for damages and petitions for injunctions 
then must rest in almost every case upon diversity of citizenship 
jurisdiction; but during this period employer and employee were 
most often citizens of the same state—the corporate employer 
doing business outside the state of incorporation was not so com- 
mon as he later became*°—so that the number of cases in which 
use of the federal courts was possible was relatively small.** 

** A discussion of social changes, by Charles A. Beard, in Encyclopedia of Social 
Sciences (1930), Vol. I, p. 145, was suggestive to me in this connection. 

” For an outline of jurisdiction, original, removal, and appellate, see Appendix 
II, infra. 


*” According to one classification, there were in 1879 only 39 trusts or large 
combinations with a combined capital of 124 millions; while fifty years later we 
find 2,731 such, with more than 20 billions of capital. See J. G. Smith, Trust Com- 
panies in the United States (1928), Foreword, p. vii. 


* It is well to remember, here, too, that there may have been many decisions of 
the federal courts in our field which are not in the books. During the period prior 
to 1880, there was no general system of reporting decisions of the inferior federal 
courts. The collection, Federal Cases, which contains more than 18,000 decisions, 
ranging in dates from 1793 to 1882, is a compilation of reports taken from about 
230 separate collections of reports. Many cases, of course, never were reported; 
and doubtless numerous reports were lost or were for other reasons not available 
to the editors. 
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3. Even though many situations arose which might have been 
taken to the federal courts, the habit had not yet been formed of 
“running to the federal courts with everything”’; and no spectac- 
ular event during the period called the attention of employers 
and their legal advisers to the possibility of using the federal 
courts in the labor struggle. But in 1894, the Debs case and 
twenty or so other railway strike cases, full of color, dramatic 
appeal, and some terrorism, were talked of at the breakfast 
table, in the office, the shop, the club and the railway car, and 
over the bars and the teacups. And whether or not their decrees 
might be reversed by the Supreme Court in a year or two, it was 
the federal district and circuit courts** who quelled the disturb- 
ance, broke up the strikes, and put the villain in durance vile. 
How many employers and how many of their lawyers may one 
suppose suddenly awoke to an appreciation of the fact that here 
was a weapon, ready to hand, with which to curb the rising 
“menace” of organized labor? 

4. Strikes became more numerous and, perhaps, more violent. 
It has been suggested by one writer** that perhaps the very use of 
the injunction may have induced additional acts of violence on 
the part of the unions. And perhaps the change in the character 
of the stream of immigrants which poured into the American 
labor situation in the nineties had its influence, if not upon the 
policies of organized labor, at least upon the individual action of 
the striker and the picket. During the eighties, some 80 per cent 
of immigration was from northern Europe; during the nineties, 
more than 50 per cent of it was from southern Europe.** The 
language of the pickets and strike-breakers in the latter period 
(as shown by scraps of evidence transcribed into the opinions 
of the courts) undoubtedly added fuel to the fire of the conflicts 


* See Frankfurter and Greene, The Labor Injunction (1930), p. 17. 
* Witte, in American Labor Legislation Review, September, 1928, p. 315. 


* This view was suggested to me in part by Siegfried, America Comes of Age 
(1926), chap. i, in part by the language which I find in the opinions, and in part by 
personal contact with many workers, union and non-union, between 1902 and 
1918. The foreign worker was (perhaps still is in some instances) looked upon as 
fair game, especially if he was a strike-breaker—a “scab.” 
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which took place in mine, factory, and railroad yard; and what- 
ever makes this fire burn hotter increases the menace of or- 
ganized labor, from the employer’s point of view, and animates 
his search for the munitions of defense. In his extremity, he 
turns to the federal courts. 

5. The scope of the power of a court of equity to act, once its 
jurisdiction had been established over a given case, was in fact, 
for labor cases, extended by the Debs case “beyond any limits 
theretofore recognized.”*° This of itself must have had a con- 
siderable effect in inducing litigants to go into the federal courts 
whenever they could; though it would be difficult if not impos- 
sible to demonstrate the extent to which this decision was respon- 
sible for the increasing business of the federal courts during the 
ensuing years. 

When the workers became convinced that the strike and the 
boycott were their best weapons, when the unions became strong- 
er and resorted to violence and so became more dangerous, when 
strikes threatened interstate commerce, when the Debs case 
called attention to the availability of the federal courts and ex- 
tended the scope of the equity powers of those courts, when the 
jurisdiction of the courts was extended by the Sherman Act, 
other federal acts of the period, and by state acts which were 
applicable in certain cases,”° it is not surprising that employers 
in increasing numbers turned to the federal courts for relief from 
the growing threat of union domination of private enterprise. 
However these things may have been, the foundations of the 
substantive common law to be applied to labor unions were large- 
ly laid in the period before the application of the Sherman Act.” 

* Dunbar, Government by Injunction, 13 Law Quart. Rev. 347 (1897), cited 
by Frankfurter and Greene, in 44 Law. Quart. Rev. 164. I am unable to find this 


statement in The Labor Injunction, though the first chapter of the book is sub- 
stantially the same otherwise as the article in 44 Law Quart. Rev. 


See Appendix II, p. 245, for discussion of applicability of state laws by the 
federal courts. 


* Of course the common law cases in which equity jurisdiction was taken did 
not disappear with the passage of the Sherman Act. In fact, the number increased 
after that time. 
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THE CASES” 
A. THE CRIMINAL CASES 


The two” criminal cases reported during this period were 
U.S. v. Clark® and U.S. v. Stevens,** both decided in 1877. The 
report of the Clark case does not state the facts as clearly as we 
would like to have them—perhaps defendant was not a member 
of a union at all. He was one of a crowd which assembled at the 
station of the Lehigh Valley Railroad at Easton, Pennsylvania, 
during a strike, when a train came in. He mounted the train and 
was heard to say that the passenger cars of the train would not 
be allowed to go on, though the mail might proceed. In some way, 
the train was put upon a siding and the mail was delayed some 
hours. Defendant was indicted under the statute of 1872, which 
made it a criminal offense knowingly and wilfully to obstruct the 
passage of the mail. In its charge to the jury upon the trial, the 
court said that the essence of the offense was either the doing of 
any act with intent to delay the passage of the mail, or the doing 
of any unlawful act which did in fact obstruct the passage of the 
mail. Under this instruction, defendant was found guilty of vio- 

** The decisions of this early period are here discussed in the following order: 
(a) the criminal cases, (b) contempt cases not arising from violation of injunc- 
tions, (c) injunction cases at common law (that is, apart from statute), (d) action 


for damages at common law, and (e) one action under the Interstate Commerce 
Act of 1887. 


* U.S. v. Thomas, D.C.D. W.Va. (1893), 55 Fed. 380, was a criminal case which 
arose from a strike; but defendants were boys, not members of any union, who 
obstructed railway tracks during a strike and so delayed the mails. Callan v. Wil- 
son (Case No. 10, Appendix I) was an appeal from a denial of a writ of habeas 
corpus. Defendant and others, members of the Musicians’ Union in Washington, 
D.C., had threatened a boycott of any persons who might employ one Krause, a 
member of the union, until he should pay a fine assessed by the union for violation 
of its rules. In police court, without a jury, though he demanded jury trial, Callan 
was convicted of conspiracy to extort money. Petitioner was ordered released by 
the Supreme Court of the United States, on the ground that one charged with 
criminal conspiracy is entitled under the Constitution to a jury trial in the first in- 
stance. This is, of course, familiar learning; but the case is of interest, not only as 
a labor union case, but as the first instance in which this question came before the 
Supreme Court. 


* Case No. 3, Appendix I. 
* Case No. 4, Appendix I. 
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lating the statute. The court cited only one case** which supports 
the charge only by dictum. The charge does, indeed, refer to 
language used by Drummond, J., in an earlier, unnamed case; ** 
but no reported case of this description involved the point at 
issue in the Clark case. Thus, the latter stands as an original 
authority for the proposition that, so far as the statute is con- 
cerned, the wilfulness and intent necessary to constitute the 
crime may be found in the doing of any unlawful act which in fact 
results in delay to the passage of the mail.** 

In the Stevens case defendants were officers and members of 
the Brotherhood of Locomotive Engineers, employed on the 
Boston and Maine Railway. By concerted action they quit work 
on a given day. One engineman, not a defendant, stopped his 
train between stations and after a time drew the fire from his 
engine, whereby the mail in transit upon that train was delayed. 
Defendants were indicted for conspiracy to obstruct the mails. 
In charging the jury upon the trial, the court, after pointing out 
that it was a criminal offense (under one statute) wilfully to ob- 
struct the mail and, under another statute, a criminal offense to 
conspire to violate any law of the United States, laid the follow- 
ing principles before the jury: 

It is unlawful for a man working under a contract at will to quit before 
the finish of a day which he has begun. 

If defendants agreed in concert to induce men so to quit, their agreement 
was a conspiracy to induce unlawful conduct. 

If unlawful acts result in delay to the mails, the statute is violated. 

An agreement to induce men to do unlawful acts which result in such 
delay is a criminal conspiracy. 

Therefore, if defendants acted in concert to induce men to quit work be- 


* U.S. v. Kirby 74 U.S. 486 (1869). The only other reported federal case of 
earlier date than the Clark case is U.S. v. Barney (1810?), Fed. Case 14,525, in 
which it was held that attachment under a lien upon horses actually in use in 
hauling the mail was a violation of the statute. In the latter case, of course, the 
issue is between two conflicting rules of law—the statute and the right of attach- 
ment. 

* Probably, from the date, either Secor v. T.P.GW.Ry., or King v. Ohio & M. 
Ry., infra. 

** Though it is possible that Clark was not a member of a union, the case is cited 
as authority in later cases in which members of labor unions clearly were involved. 
See, for example, Jn re Grand Jury, 62 Fed. 843 (1893). 
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fore the finish of days’ work begun, if the men quit as a result of the induce- 
ment, and if the mails were thereby delayed, defendants are guilty of violat- 
ing the statute. 


The court continued to the effect that the evidence justified the 
jury in finding that defendants had bribed men not to take the 
places of the strikers and by that means, also, had tried to im- 
pede the work of the road and, therefore, the passage of the 
mails; and that this, too, would justify a verdict of guilty. The 
jury returned a verdict of guilty. 

Although we are not told upon which of these grounds the 
jury rested its verdict, yet from the language of the court in its 
charge, we may assume from this case and the Clark case, until 
some decision tells us otherwise, the following to be the federal 
substantive law of conspiracy as it appertains to labor unions: 


a) If one does any unlawful act which results in delay to the mails, intent 
to obstruct the mails will be inferred. 

b) It is unlawful for one to quit work in breach of a contract of employ- 
ment; and one employed at will is under contractual obligation to finish a 
day once begun.*® 

c) Concerted action, or an agreement to act, to induce unlawful conduct, 
if such conduct result in delay to the mails, is indictable as conspiracy to 
obstruct the mails.*® 

d) Concerted attempt to induce men, by means of bribery at least, not 
to take the places of strikers, when such bribery is aimed at results which 
in fact include delay to the mails, is criminal conspiracy.** 


* The criminal responsibility of the engineman who stopped his train was not 
decided. It is probable, however, that upon the authority of these two cases, he 
would have been held guilty of wilful obstruction of the mails. His act was un- 
lawful; it did result in delay to the mails. But in the absence of a decision squarely 
upon the point, we cannot be sure—breach of contract might be regarded as an act 
differing in illegality from, say, a trespass, which was the act done in the Clark case, 
supra. 

* Tt seems probable, too, that defendants might have been held guilty of con- 
spiracy even if no delays to the mail had in fact occurred. Here, again, however, 
we cannot be sure. So far, I have found no federal case which goes that far; but 
further study may disclose some. If it were so held, it would pretty well put an 
end to the organization of strikes on the railways which carry mail, unless every 
man should be carefully instructed, in good faith, to finish whatever run he might 
begin. Such instruction, as I understand it, has in fact been given nearly always in 
the later railway strikes. 


** For the criminal aspect of violation of an injunction, see Pettibone v. U.S., 
infra, p. 231. 
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B. CONTEMPT APART FROM INJUNCTIONS 

Prior to the first injunction cases in the federal courts, six 
cases arose which involved contempt of court. All of them arose 
out of railway strikes, and there is a good deal of similarity in 
their facts. 

First in time was Secor v. T. P. & W. Ry. Co.** During the 
strikes of 1877, which did not extend to the T. P. & W., the prop- 
erty was in the hands of a receiver of a federal court. Notice of 
the receivership was posted conspicuously upon the properties 
of the company. A mob of persons made up of strikers from 
other roads and of other persons, seized the property of the road 
at Peoria, Illinois, and took over the movement of trains. Some 
members of the crowd were attached for contempt, and the court, 
citing no authorities, discussed the impropriety of attempts to 
keep men from working, and based a judgment of guilt upon the 
ground that interference with property in the hands of a receiver 
of a court was contempt. There was some interference with the 
mails, but the opinion is based upon the court’s duty to protect 
and operate the property in the interests of the owners and of the 
public.*° 

The next case was King v. Ohio & M. Ry.,*° a few days later 
before the same judge. The property of four railroads was in the 
hands of a federal receiver and a mob of strikers (former em- 
ployees of these roads) and other persons seized the properties 
and operated them as their own. They did no physical damage 
and allowed the postal cars to move without much interruption. 
The court reached the same conclusion here as in the Secor case: 
that seizure of property in the hands of a receiver and interfer- 
ence with the work of employees of the receiver constituted con- 
tempt of court,** and defendants were sentenced to three months’ 
imprisonment. 

* Case No. 1, Appendix I. 

* Upon rehearing, after the trouble had subsided, employees had returned to 
work, and the offenders had promised not to offend again, the penalties were re- 
mitted, and defendants were released upon their own recognizances for good be- 
havior for one year. 

“ Case No. 2, Appendix I. 

“In its oral discussion, the court appeared to base its ruling upon the authority 
of Rev. Stat. of U.S. Sec. 731 (1831). 
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In Re Doolittie*’ during a strike on the Missouri Pacific, 
strikers led by defendants interfered with the movement of cars 
of the Wabash, St. L. & P. Railway Company. Defendants 
intended to stop movement of Missouri Pacific trains only; but 
they were held guilty of contempt here, also, on the ground that 
while stopping of work was not contempt per se,** yet they had 
interfered with property in the hands of a receiver and the inad- 
vertence of such interference was not considered material. The 
court refers in general language to the two decisions of J. Drum- 
mond,** and cites no other authority. 

In U.S. v. Kane,** an unidentified railroad in Colorado was in 
the hands of a federal receiver. In this instance, strikers, former 
employees of the receiver, collected in a “large and surging 
crowd” and the crowd “advised” and “requested” engineers in 
charge of trains not to move the trains. No violence was either 
done or threatened, and the strikers did not take possession of 
the property or commit any acts in relation to the property; but 
some of the engineers and others on the trains did refuse to move 
the trains. The court said that it was not unlawful for the men 
to leave off work or to request others to do so, yet a request com- 
ing from a large crowd, surging about the railroad yards, was 
intimidative in character and constituted unlawful interference 
with the receiver, and so was contempt of court.*® 

In Re Wabash R. Co.,*" defendants were officers of a union of 
which employees of the road were members. By threats and in- 
timidation, though they tried to make it appear otherwise, de- 
fendants took charge of a roundhouse and repair shop of the 
company, which was in the hands of a federal receiver, and in- 
duced employees to leave by means of “requests” which were in 

“ Case No. 5, Appendix I. See also the note, appended to the opinion, by Fran- 
cis Wharton. 

“ There apparently was no breach of contract by the strikers, here. 

“ Secor v. T.P.GW.Ry., and King v. O.&M.Ry., supra, are doubtless meant, 
though neither is named. 

* Case No. 6, Appendix I. 

“ The court cited Re Doolittle (it was the same judge). An interesting feature 
of the case is the excuse of one defendant because of “‘certain family matters which 
I need not mention here.” 


“ Case No. 8, Appendix I. 
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fact clearly intimidative. Here again the judgment is “guilty” 
of contempt—this time because of the character of requests and 
because of other indirect threats.** 

The last case in this group was Re Higgins.*® The Texas and 

Pacific Railway was in the hands of a federal receiver. Certain 
employees, without complaining either to the receiver or to the 
court, by “secret organization” declared a strike. Many mem- 
bers of the combination quit work and, though the facts are not 
clearly set out, it is said by the court that defendants forced 
other men also to quit, hindered the operation of the property, 
. and did some damage to it. In a proceeding for contempt, the 
court, without citing any authority, said, “It is well settled law 
that whoever unlawfully interferes with property in the posses- 
sion of a court is guilty of contempt of that court.”” Employees 
may quit the service, if 
they do not thereby intentionally disable the property; but they must quit 
decently and peaceably. When they combine and conspire to quit with or 
without notice, with the object and intent of crippling the property in its 
operation, I have no doubt that they thereby commit a contempt; and all 
those who combine and conspire with employees to thus quit . . . . with 
an intent to embarrass the court in administering the property, render 
themselves liable for contempt. 
The court goes on to say that even the ordering of the strike was 
contempt, when the property was in the hands of a receiver and 
there was no real grievance;°° yet, in the note which prescribes 
punishment of the guilty, it is made quite clear that every man 
who was punished was guilty of some act of violence which in- 
timidated employees or endangered the physical property of the 
company. In view of this note, we can scarcely take this opinion 
at its face value for an authoritative declaration of law to the 
effect that a strike, or the ordering of a strike, even by a secret 
organization, against a receiver, is per se contempt of court.” 

“In U.S. v. Berry, Case No. 8a, Appendix I, one of defendants in the Wabash 
case raised a technical point of jurisdiction. 

“ Case No. 9, Appendix I. 

” The court lays some stress, too, upon the belief that the strike was to compel 
recognition of the union. 

* Yet the court’s language had its influence, as we shall see; but in a later case, 


it was finally established that this language is not an accurate statement of the law. 
Arthur v. Oakes, 63 Fed. 310 (1894), which will be discussed in another article. 





THE FEDERAL COURTS AND ORGANIZED LABOR 223 


In these cases we have a common element—property is in the 
custody of a court—which gives the court power to punish as con- 
tempt any conduct which constitutes wilful (in the legal sense) 
interference with the property or employees administering it. 
So, whether defendants are strikers or their friends, whether or 
not there is interference with mails, whether or not damage is 
done to the physical property, if employees are intimidated, or if 
the property is in fact interfered with (even more or less inad- 
vertently, as in the Wabash case), such interference or intimida- 
tion is contempt and punishable as such by the court which ap- 
pointed the receiver ;°** and if physical damage alone is present 
the result is the same, as is shown by the note to Re Higgins. 


C. INJUNCTION CASES AT COMMON LAW 


In this group are five cases, involving six decisions. In the 
first one*’ the petition was filed by employees. Railroad property 
was in the hands of a receiver and during a dispute, the em- 
ployees petitioned for his removal and/or for an order directing 
him to take back into his employ certain men who had been dis- 
charged during the dispute. In an opinion characterized by its 
non-technical language, its simple character, and its spirit of 
firm fairness, Judge Brewer asserts the authority of the receiver 
to run the road for the court, and declares that he may lawfully 
hire or discharge whom he will, in the absence of contractual ob- 
ligations or gross misconduct on the part of the receiver, almost 
as if he were the owner of the property; he says, too, that the 
mere fact that the receiver has refused to raise wages is not a 
sound basis for removing him. At the same time he advises the 
receiver that he should not discharge or refuse to re-employ any 


® As to this last point, see U.S. v. Berry, No. 8a, Appendix I. 


* Frank v. D.&R.G.Ry., Case No. 7, Appendix I. The term “injunction” is not 
used throughout the opinion; but the character of the proceeding and the nature 
of the relief sought were such as to seem to justify discussion of the case here 
rather than elsewhere. Since the preparation of this statement, I find that Dr. 
Witte in 35 Yale L.J. 835 (1926), takes a somewhat similar view of Farmers’ 
L.&T.Co. v. N.P.R.Co., 60 Fed. 803 (1894), which is much the same sort of pro- 
ceeding, though in the latter case relief is asked against employees; though he does 
not include the Frank case in his table of cases in which workers have sought in- 
junctive relief against employers, 39 Yale L.J. 374 (1930). 
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man merely because he has taken part in the strike or in the peti- 
tion to the court, but that he should judge each man in his indi- 
vidual character as a desirable or undesirable employee. The 
admonitory character of the opinion is worthy of remark, not 
only as addressed to the men, but as it speaks to the receiver. 
The petition is denied in toto; but it seems that only a very un- 
reasonable employee would be unable to understand that the 
denial is grounded upon the fact that there is no legal or moral 
reason which demands the granting of the petition. 

The first federal case in which we figd a petition to epfjoin a 
boycott is Casey v. Cincinnati Typographical Union.** Defend- 
ants were the union and its officers who did not represent com- 
plainant’s employees and who (apparently) were not acting at 
the instance of those employees. In an attempt to compel, com- 
plainant to recognize the union, defendants boycotted the paper 
published by complainant, and by circulars and personal visits 
to advertisers, threatened to boycott advertisers and persons 
who should sell the papers. By further circulars they sought to 
induce other workers (members of unions, apparently) to cease 
to patronize the paper. No acts of violence were alleged. Com- 
plainant asked an injunction.*° Defendants specifically denied 
having made some of the alleged threats, and alleged that they 
had simply stated the facts of a controversy between them and 
complainant and had requested other persons to help them in the 
struggle. The court granted a preliminary injunction. The opin- 
ion says that there is no doubt that if defendants had simply re- 
fused to deal with complainant as long as he did not employ 
union labor (a primary boycott), “there would be nothing for 
the court to act upon”; but a secondary boycott—a threat to 
withdraw patronage from customers and from sellers of com- 
plainant’s paper—is a conspiracy. It conveys threats of injury to 


* Case No. 12, Appendix I. 


*° Jurisdiction was founded upon diversity of citizenship. Complainant was a 
citizen of Covington, Kentucky, and defendants were citizens of Ohio. 
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complainant’s business without justification® and so it is en- 
joinable.* 

In Coeur d’ Alene Consolidated Mining Co. v. Miners’ Union 
of Wardner, et al.,°° defendant union, an unincorporated” asso- 
ciation of Idaho, was the representative of employees of com- 
plainant which was a foreign corporation operating mines in that 
state. During a strike, defendants, by acts of violence and by 
threats of violence, compelled some employees of complainant to 
leave the locality and so terrorized others that complainant was 
compelled to close his works, because he could not induce men to 
risk the displeasure of defendants by working for complainant. 


Tf the question were a new one, it would be interesting to ask here whether 
there could be any justification for a secondary boycott; and whether or not a 
court would find one in the circumstance (if it should exist) that the union rep- 
resents complainant’s employees. Of course, we know in a general way that this 
makes no difference, so far as the federal courts (and most others) are concerned; 
but the more or less frequent use of the phrase “without justification” makes us 
continue to expect that somewhere there is or may be, either in law or in equity, 
such a thing as justification for secondary boycotts It is an injury without 
justification and therefore a wrong. This assumes a postulate to the effect that 
every person who injures another must justify the injury or be adjudged guilty of 
a legal wrong; while the contrary postulate is to the effect that every injured per- 
son must show that he was injured without justification. It is believed that the 
term “justification” is an unfortunate one because it conceals the real issue. It is 
apt to make us think of justification for legal wrongs, whereas the real issue is, 
What injuries can we afford, socially, to permit ? 

See Jeremiah Smith, 20 Harvard L.R. 253, 345, 429 (1907); J. B. Ames, 18 
Harvard L.R. 411 (1905); Oakes, Organized Labor and Industrial Conflicts, p. 
787, Nn. 74. 

It will be interesting to see what happens to this lack-of-justification idea in 
later times. 


* There is no report of any hearing to make this injunction permanent. 
* Case No. 13, Appendix I. 


® Frankfurter and Greene, op. cit., p. 83; n. 7, suppose that in this case we have 
an early instance of the suability of an unincorporated union in its own name. 
This supposition does not seem to be sustainable. (a) The union was only one of 
several defendants. (b) The question of suability was nowhere discussed in the 
opinion. (c) The report does not disclose that this issue was raised and since it is 
matter in abatement, it would seem to have been waived by answer to the merits 
(see Livingstone v. Story, 11 Pet. 351). The other cases in the same note will be 
discussed in appropriate connection in later papers. 
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A temporary injunction was granted (unreported), and upon 
motion to dissolve the injunction the court said that while neither 
unions nor strikes are unlawful per se, it is unlawful to intimidate 
employees or customers of a former employer against whom de- 
fendants are carrying on a strike. Since the acts done were un- 
lawful, since the harmful conduct was likely to continue and the 
damage would be irreparable, an action at law would not afford 
an adequate remedy and injunction is the proper remedy. 

Blindell v. Hagen® was not substantially different from the 
Coeur d’Alene case. A combination of workers, among them 
striking employees of complainant, who were citizens of Louisi- 
ana, sought to prevent the shipping of a crew upon the vessel of 
complainant who was a British subject. The acts done were not 
specified in the report, but complainant asked an injunction, al- 
leging what the court calls “unlawful and well-nigh violent” 
interference with attempts to ship a crew. The court declined to 
issue an injunction under the Sherman Act as prayed for;** but 
taking jurisdiction apart from the statute, because of the diverse 
citizenship of the parties, it held that the jurisdiction extended to 
the issuance of an injunction at common law because the acts 
done were unlawful, and because the remedy of damages was not 
adequate since the damage threatened would be irreparable and 
since actions at law would involve multiplicity of suits.* 

These cases establish, for the time, at least, the principle that, 
without any specific statutory authority, the general equity juris- 
diction of the federal courts enables them, when they have juris- 
diction over the parties, (a) to enjoin a peaceful secondary 
boycott conducted by a union and its officers to compel recogni- 
tion of the union and the employment of union men, at least when 
the union does not represent employees of complainant, and (0) 
to enjoin intimidation and acts of violence on the part of strikers 
and unions which represent them, if such acts tend to cause inter- 
ference between complainant and his employees—intimidative 
picketing. The law with regard to primary boycotts (except by 


* Case No. 15, Appendix I. ™ See p. 211, supra. 


“On appeal, when merely the jurisdiction was questioned, the action of the 
court was upheld by C.C.A. Case No. 14a, Appendix I. 
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the dictum in the Casey case) and the black list, and the dis- 
tinctions between lawful and unlawful picketing lie in “the yawn- 
ing void of the future.” Only the bitter struggles of a later period 
will bring them out.** 
D. ACTION FOR DAMAGES 

In this period there is only one action for damages. In Old 
Dominion S.S. Co. v. McKenna et al.,** plaintiff, a common car- 
rier, alleged that its employees were not dissatisfied with wages 
or terms of employment; that defendants, officers of a longshore- 
men’s union and not representative of plaintiff's employees, de- 
manded that plaintiff pay certain rates to negro workers and 
procured plaintiff’s employees to strike when the demand was re- 
fused; that subsequently defendants had declared a boycott of 
plaintiff’s business and through threats of boycotting the latter’s 
patrons and customers had induced various persons to cease 
dealing with plaintiff, to his damage, etc. No acts of violence 
were alleged. When suit was brought, an order was issued for the 
arrest of defendants. The latter did not file any answer to the 
merits of the case, but filed a motion for vacation of the order of 
arrest on the ground, inter alia, that the allegations did not make 


out a prima facie case. The court denied the motion, declaring 
that the boycott of the customers and patrons of plaintiff as 
alleged was without any doubt an actionable interference with 
plaintiff’s operation of its business. The ground upon which the 
court puts its decision is a very broad one®’ and easy of misin- 


® The fifth case in this group was Lake Erie & W. Ry. Co. v. Bailey (Case No. 
14, Appendix I). The report is one of a proceeding in contempt for violation of an 
injunction which had been issued in an earlier, unreported case. No facts are given. 
The opinion consists of some remarks about what union men may not do, some 
discussion of the illegality of violating an injunction and states that it is proper 
for the court in determining punishment for contempt to consider the history of 
each individual found guilty. It does, of course, illustrate the summary character 
of contempt proceedings, but with that we are already familiar from the receiver- 
ship cases, supra. 

* Case No. 11, Appendix I. 


°. “All combinations and associations, designed to coerce workmen to become 
members, or to interfere with, obstruct, vex, or annoy them in working, or in ob- 
taining work, because they are not members, or in order to induce them to become 
members; or designed to prevent employers from making a just discrimination in 
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terpretation; but the decision leaves no doubt that a secondary 
boycott is actionable when defendants do not really represent 
employees of plaintiff; and the dictum is added that a secondary 
boycott is also a misdemeanor at common law” and under the 
penal code of New York. 


E. THE ACT OF 1887 


The last case in our period involves the famous decision of 
Judge (the late Chief Justice) Taft in Toledo, Ann Arbor & 
Northern Michigan Ry. Co. v. Penna. Co.,*" with several rehear- 
ings and appeals which grew out of it. During a strike of engi- 
neers on complainant’s road, Arthur, president of the Brother- 
hood of Locomotive Engineers, acting in accordance with section 
12°° of the constitution of the order, threatened to expel from the 
union any member working on any connecting line who should 
there handle cars coming from complainant’s road. Complainant 
asked an injunction to restrain eight roads and their officers and 
employees from refusing to handle traffic from complainant’s 
road. A temporary restraining order was issued by Ricks, J. An 
amendment to the bill was afterward filed asking that Arthur be 


the rate of wages paid to the skillful and to the unskillful; to the diligent and to 
the lazy; to the efficient and to the inefficient ; and all associations designed to in- 
terfere with the perfect freedom of employers in the proper management and con- 
trol of their lawful business, or to dictate in any particular the terms upon which 
their business shall be conducted, by means of threats of injury or loss, by inter- 
ference with their property or traffic, or with their lawful employment of other 
persons, or designed to abridge any of these rights,—are pro tanto illegal combi- 
nations or associations; and all acts done in furtherance of such intentions by 
such means, and accompanied by damage, are actionable” (30 Fed. 50). 


® Under the common law of the state, of course. There is no such thing as a 
common law misdemeanor in the law of the United States. See Appendix I], p. 
240. There is no report of any subsequent proceeding in this case. 


* Case 17, Appendix I. 


® The section reads: ‘Twelfth—That hereafter, when an issue has been sus- 
tained by the grand chief and carried into effect by the B. of L. E., it shall be rec- 
ognized as a violation of obligation for a member of the Brotherhood of Loco- 
motive Engineers’ Association, who may be employed on a railroad running in 
connection with, or adjacent to said road (where the issue has been sustained), to 
handle the property belonging to the said railroad or system in any way that may 
benefit said company in which the B. of L. E. is at issue until the grievance or issue 
of whatever nature or kind has been amicably settled.” 
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restrained from promulgating or continuing in force any rule of 
the order which should command any employees of defendant 
companies to refuse to handle cars coming from complainant’s 
road. This part of the petition is based upon the allegation that 
the proposed boycott would be a violation of the Interstate Com- 
merce Act of 1887 and the amendment of 1889 and that rule 12 
of the order’s constitution shows a conspiracy to violate that 
act. 

A preliminary order was issued and upon subsequent hearing 
to continue the order in force until final hearing, Judge Taft 
granted a temporary injunction upon the following grounds: 

The union rule in question is an attempt to induce a violation of the 
statute. 

The adoption and existence of the rule show a conspiracy to violate a 
law of the United States. 

The issuance of the order by Arthur to carry out the rule would, there- 
fore, be a misdemeanor. 

Equity may issue an injunction to preserve the status quo of the flow of 
transportation, so far as the status is threatened by unlawful acts, because 
the damage threatened would be irreparable. 

Equity may therefore enjoin the promulgation of this unlawful order 
which threatens the status quo of the flow of transportation. 


The opinion pointed out that the men might avoid obedience 
to the injunction by actually ceasing to be employees of the de- 
fendant roads, provided they quit in good faith; but it also says 
if they quit the service in execution of Rule 12, in order to procure or com- 
pel defendant companies to injure the complainant company, they are doing 
an unlawful act, rendering themselves liable in damages . . . . if any in- 
jury is thereby inflicted, and they may be incurring a criminal liability 


Certainly this language is such as to leave doubt in the minds 
of the members of the B. of L. E. as to what it was lawful for 
them to do; and while the case was still pending after this order 
was issued, great excitement and uncertainty existed among the 


® The sections of the statutes relied on may be found in 24 Stat. at L. 379; 25 
Stat. at L. 855. In substance, the section first referred to provides that every com- 
mon carrier subject to the act (of which complainant was one) must freely inter- 
change freight with connecting lines; the other section provides that any company 
subject to the act or any employee of such company who shall wilfully bring about 
violation of this act shall be guilty of a misdemeanor. 
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men. They did not know what it meant. Some of them were 
about to be attached for contempt for violation of it, and pend- 
ing service of notice upon them the court issued a statement. 
This statement said that they might lawfully quit the service of 
their respective employers, but that they must choose such times 
and places for quitting as would not endanger goods or passen- 
gers in the custody of the employers; it said that if they do not 
leave the service, then they are bound to do their full duty as 
employees and observe the order of the court (they must not 
refuse to handle cars from connecting lines, including those from 
complainant’s road). 

Subsequently, several members of the union refused to go on 
trains which were to handle goods from complainant’s line and 
they quit the service rather than do so. At least one individual, 
Lennon, had pretended to quit in the middle of his run but stayed 
upon his engine, refusing to move the train with a car in it from 
plaintiff’s road. He finally took the train to its destination when 
he had received permission to do so from the union officials. In 
a proceeding for contempt” against Lennon and others, it was 
held that those who had quit the service before starting were not 
guilty of violating the order, but that Lennon, who had tied up 
his train en route was guilty—he had chosen an improper time 
to quit, and he had not really quit in good faith, but had only 
pretended to do so. Upon Lennon’s protest that he did not re- 
alize that he was disobeying the law, the court assessed what it 
considered a light punishment—a fine of fifty dollars and costs; 
but it promised to deal more heavily with subsequent offenders.” 


* Case No. 17a, Appendix I. 


™ Lennon was committed until payment of the fine. He applied to the same 
court for a writ of habeas corpus. It was denied and an appeal to the Supreme 
Court (Case No. 17b) was dismissed. Lennon then renewed his petition for a writ 
of habeas corpus, to the district court. Denial of the writ was appealed to the Cir- 
cuit Court of Appeals (Case No. 17¢), denied there, and finally, the second appeal 
to the Supreme Court was dismissed also (Case No. 17d). Upon the last appeal, 
the Supreme Court pointed out that the only question raised upon petition for the 
writ of habeas corpus is that of the jurisdiction of the court or other officer upon 
whose order petitioner is held. Here, the court had jurisdiction originally; peti- 
tioner was subject to the injunction; and the court had authority to deal with the 
violators of the injunction. 
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Pettibone et al. v. U.S."* arose from the same general situation 
as the Coeur d’Alene case (supra). An injunction (unreported) 
was issued to restrain defendants from certain fraudulent, intimi- 
dative, and violent interferences with complainant’s business. 
The injunction was violated and defendants were indicted for 
conspiracy to defeat or impede the administration of justice, in 
violation of R.S. Sec. 5399 and 5440 (1879). Conviction was 
reversed by the Supreme Court on the ground that knowledge 
of the injunction must be shown before there can be a conspiracy 
to violate it and thereby to impede the administration of justice: 
a conspiracy to obstruct the administration of justice must rest 
upon a knowledge that justice is being administered; i.e., there 
must be a specific intent.”* 


THE STATE OF THE LAW 


Stated briefly, the law which the courts of the United States 
had developed during this early period was as follows: 


1. The conspiracy laws and the statutes which forbid interference with the 
passage of the mails are applicable to members of unions or to those who 
seek to aid them—if those statutes have been violated. 

(Specifically, to quit work in violation of a contract of employment, 
even if it is a contract at will, is an act sufficiently unlawful so that 
agreement or combination to induce it, if it delays the mails, is indict- 
able and punishable as a violation of the conspiracy statute.) 


*® Case No. 16, Appendix I. 


* There is a dissenting opinion by Brewer, in which Brown concurred. The gist 
of it is that where the parties are engaged in the doing of an unlawful act, they are 
amenable to criminal proceedings for violation of law, whether they intend viola- 
tion of law. The issue, of course, is, were their acts violations of the statute? not, 
were they acting unlawfully in general? The statute penalizes intentional obstruc- 
tion of justice. The majority takes the ground that one cannot intentionally im- 
pede the doing of justice unless he knows that justice is being administered. The 
minority believes that knowledge of the law is not a prerequisite to violation of it. 
It is one thing to infer an intent to obstruct the mails—the fact that mails are car- 
ried by railway trains is common knowledge and any act which may delay those 
trains may fairly be assumed to have been done with intent to delay the mails. It 
is quite another thing to infer an intent to violate an injunction which defendant 
does not know to exist—it is not a matter of common knowledge that a court has 
enjoined the doing of a particular act. It will be of interest to advert to this case 
when we come to consider the scope of the injunction in the contempt cases of later 
times. 
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. Acts of violence, intimidation of employees, or seizure of property, when 
the result is interference with the operation of property in the custody of 
a receiver, may be dealt with as contempt of court. 

. A peaceful secondary boycott of complainant’s customers and patrons, 
acts of violence with regard to complainant’s property, or intimidation of 
his employees or of his prospective employees, will be enjoined, without 
statutory authority, and at the instance of a private party, when de- 
fendants do not represent employees of such party.74 

. A peaceful secondary boycott of customers and patrons of plaintiff is 
actionable in a suit for damages at common law, when defendants do not 
represent employees of plaintiff.*+ 

. An agreement or combination to conduct a secondary boycott which in- 
terferes with the interchange of traffic in interstate commerce, or the 
promulgation of an order to carry out a rule of the union which requires 
it, is enjoinable under the Interstate Commerce Act of 1887 and the 
amendment of 1880, at the instance of a private party, without further 
statutory authority, if the roads affected are subject to that statute. 

. Violation of an injunction and contempt of court in the receiver cases 
are punishable by summary proceedings, without a jury. 

. Conviction for conspiracy is not valid unless based upon trial by jury in 
the first instance, if accused demands jury trial. 

. Conviction of conspiracy to obstruct the administration of justice must 
be founded upon a showing of knowledge that justice is being adminis- 
tered when the objectionable acts are done. 

. Membership in unions, actual leaving of employment in concert except 
at improper times or in violation of a contract, or refusal to deal with 
complainant when such refusal takes the form of “primary” boycott, are 
not unlawful.75 


THE ATTITUDE OF THE COURTS 


Up to this point it is apparent that the federal courts have con- 
demned violence and intimidation of customers and employees, 
violation of certain statutes, seizure of property in the hands of 
receivers, at least one type of secondary boycott, and violations 


So far as we have gone, we cannot tell what will happen when defendant is 
an employee or represents employees of plaintiff. In a later paper will appear an 
examination of the secondary boycott by what now seems to be a new method of 
attack. 


*° As pointed out supra, we cannot take as authoritative statements of law the 
language in the Higgins case, to the effect that the ordering of a strike of men in 
the employ of a receiver would be contempt; nor the language in the Toledo rail- 
way case, to the effect that quitting employment to compel employers to injure a 
third person might be held unlawful in a criminal and civil sense, though it was not 
enjoinable. The primary boycott is noticed by a dictum in the Casey case. 
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of injunctions. Can we fairly discover any “attitude” on the part 
of the courts? 

There are only twenty-three decisions, but so far as they are 
concerned there is little evidence of an attitude of prejudice or 
unfairness. To be sure, in two opinions we find language which is 
not necessarily but might be considered hostile to strikes” or 
even to unions as such.’ But on the other hand, there is not a 
single decision which is not in accord with the law as it then 
existed, so far as principles had then been established,”* and there 
is definite indication of a feeling that a primary boycott (though 
the term is not employed) is lawful.”* In addition there is in sev- 
eral opinions evidence of a tendency to leniency.*° 

Throughout this period, it seems fairly clear that the courts 
are groping their way through a cloudy atmosphere and over an 
uncharted area. In some cases they frankly say that they are 
deeply puzzled by the problems presented. It is hard to recon- 
cile the rights of individuals as workers with the rights of other 
individuals as workers or as employers, with the rights of owners 
of property, with the rights of the public to a free and unob- 
structed flow of commerce and the mails and to maintenance of 
industrial and commercial life free from violence and terrorism. 
The courts have as yet had little help from Congress or from oth- 
er lawmaking bodies; nor have they had the advantage of the 


Re Higgins. * Old Dominions S.S.Co. v. McKenna. 


** Even on grounds of policy, the two secondary boycott cases are at most de- 
batable. Not every one is even at this date convinced that a peaceful secondary 
boycott by an organization which does not represent employees should be per- 
mitted. 


* Casey v. Cincinnati Typographical Union. 


*° In ex parte Lennon, the court assesses a light penalty because defendant pro- 
fesses that he did not realize that he was acting contrary to law. In the Clark case, 
the instruction to the jury is as liberal as it can be. In the Secor case, penalties 
were remitted upon promise of good behavior after the trouble had died down. In 
U.S. v. Kane, it is lawful for the men to leave off work and to request others to do 
so, in the absence of intimidation. Even in the Higgins case, too, they may law- 
fully quit. In the Kane case, one of the defendants is excused because of “certain 
family matters”; and in the Frank case the court adopts a friendly admonitory 
tone. In the Toledo Railway case, the court issues an explanatory statement to 
make clear the effect of its restraining order. The Pettibone case and Callan v. 
Wilson are of interest here, too. 
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succeeding generation’s criticism of their acts. They cite almost 
no cases. They discuss generalities and theories of “right” and 
“fairness.” They are trying to work out from the established 


law of torts and rules of equity some workable principles by the . 


use of which they can do their part to maintain the established 
order; and that, after all, is one of the prime functions of courts 
of justice in this country. We could have little respect for them 
had they done any less than they did—attempt to apply existing 
legal concepts to new and strange situations in ways which 
seemed to them best; nor had they done more than they did in 
view of the character of the common law. 

It is of course possible that further study will point to some 
different conclusion; but even with their puzzlement and per- 
plexity, their vagueness and uncertainty, their reliance upon 
generalities, and two or three instances of indulgence in the use 
of broad and sweeping generalizations—which later decisions 
have rejected—we cannot fairly say that during this early period 
we find, either in their decisions or in their words, any substan- 
tial evidence of prejudice against organized labor or its friends. 
They seem to be trying to “find the right and do it.” 


Jay FINLEY CHRIST 
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APPENDIX II 


THE JURISDICTION OF THE FEDERAL COURTS IN LABOR 
CONTROVERSIES** 


[The jurisdiction of the federal courts over “labor” cases is, of course, 
based upon the same foundation of law as the jurisdiction of those courts 
over all other sorts of cases. For this reason, and for the additional reason 
that not enough labor cases have raised questions of jurisdiction so that we 
can discuss jurisdiction intelligently from labor cases alone, the cases cited 
herein are in the main not labor cases. | 

Jurisdiction of courts, in general, is of two classes, original and appellate. 
The terms explain themselves. Both the original and the appellate jurisdic- 
tions of the federal courts are limited generally by the Constitution of the 
United States and specifically within those general limits by the statutes of 
the United States. The general limitations upon the original and appellate 
jurisdiction of these courts are found in Article 3, section 2, where are 
enumerated nine classes of cases in which the courts of the United States are 
given jurisdiction over questions of law and equity which are presented 
therein. The classes of cases are: 

1. All cases in law and equity arising under this constitution, the laws and 
treaties made under proper authority. 
. All cases affecting ambassadors, other public ministers, and consuls. 
. All cases of admiralty and maritime jurisdiction. 
. Controversies to which the United States is a party. 
. Controversies between two or more states 
5. Controversies between a state and citizens of another state. 
. Controversies between citizens of different states. 
. Controversies between citizens of the same state claiming lands under 
grants from different states. 
. Controversies between a state, or citizens thereof, and foreign states, 
citizens or subjects. 

It is apparent that in some cases, jurisdiction depends upon the nature of 
the subject matter of the controversy, while in others it depends upon the 
character or status of the persons who are parties to the suit. Most of the 
labor cases, of course, fall into classes 1, 4, 7. Within the limits thus estab- 
lished and under the power conferred upon it by the Constitution,®* Congress 


** This Appendix was developed from a paper which was read before a seminar 
in labor law conducted by Professor H. A. Millis. The author is indebted to Pro- 
fessor Millis, to Professor Arthur H. Kent, University of Chicago Law School, and 
to other members of the seminar, for helpful suggestions and criticisms. The prin- 
ciples which are sketched here are developed more fully in Dobie, Federal Proce- 
dure, an admirable book, to which I am indebted for some citations, and against 
which I have checked rather carefully. 


* Article III, secs. 1 and 2, par. 2. 
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has organized a system of courts and prescribed the limits of the jurisdiction 
of those courts, both original and appellate (except the original jurisdiction 
of the Supreme Court which is fixed by the Constitution in Paragraph 2 of 
Section 2 of Article 3). The first act of Congress in this behalf was the Judi- 
ciary Act of 1789, which, after several changes, was modified and codified in 
the Judicial Code of 1912. This Code, with some further modifications, 
notably that of 1925, and some slight changes in 1926, furnishes the frame- 
work of the organization of the federal court system and the specific de- 
limitation of the jurisdiction of those courts. So far as suits are concerned 
which arise from labor controversies, the federal system since 1912 consists 
of the federal district courts (eighty-three in number), the circuit courts of 
appeal (nine®** in number), and the Supreme Court of the United States. 

Original jurisdiction of Supreme Court is fixed by the Constitution—The 
original jurisdiction of the Supreme Court of the United States is definitely 
conferred and limited by the Constitution®* to cases affecting ambassadors, 
other public ministers, and consuls, and to cases to which a state shall be a 
party. This provision is “self-executing”: no act of Congress is necessary 
to make it effective. The jurisdiction thus conferred by the Constitution 
may not be extended by Act of Congress. In the famous case of Marbury 
v. Madison,§* the facts were that Marbury and others had been appointed 
justices of the peace by President Adams. The commissions of the justices 
had not been delivered, and Secretary Madison, under Jefferson, refused 
to deliver them. Marbury and the other justices brought a proceeding 
against Madison, to show cause why a writ of mandamus should not be is- 
sued by the Supreme Court of the United States, commanding Madison to 
deliver the commissions. The proceeding was brought under a provision of 
the Judiciary Act of 1789, which purported to give to the Supreme Court 
power to issue mandamus to officers of the United States. The court de- 
cided that it had no jurisdiction to entertain the proceeding. It agreed 
that the appointments were legal, that mandamus was the proper remedy, 
and that the act of Congress purported to give them jurisdiction; but, it 
said, that part of the statute is void, because it seeks to extend the original 
jurisdiction of the Supreme Court beyond that given by the Constitution. 
By implication, neither can Congress limit the original jurisdiction of the 
Supreme Court. 

It has been held, however, that the original jurisdiction of the Supreme 
Court is not necessarily exclusive. The Court of Claims was authorized by 


** A tenth circuit was created in 1928, by division of the territory of the eighth 
circuit, 

* Article 3, sec. 2, par. 2. 

“1 Cranch 137 (1803). See also Hodgson v. Bowerbank, 5 Cranch 303 (1809), 
in which the complete opinion was, “Turn to the article of the Constitution of the 
United States, for the statute cannot extend the jurisdiction beyond the limits of 
the Constitution.” 
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Congress to hear and decide all claims against the United States. The state 
of Louisiana brought into that court a claim for money due the state from 
the United States under a federal statute which provided for reimbursement 
of the state for certain sums expended for drainage of swamp lands. The 
United States objected to the jurisdiction of the Court of Claims; but the 
court said that since the original jurisdiction of the Supreme Court is not 
specifically made exclusive by the Constitution, and since the statute which 
established the Court of Claims makes no distinction as to parties who may 
sue, the Court of Claims has jurisdiction over the proceeding.®® 
All other jurisdiction of federal courts is statutory.—In every instance, 
other than those of original jurisdiction of the Supreme Court, jurisdiction 
of every federal court, whether original or appellate, depends upon the ex- 
istence of a valid act of Congress. Such jurisdiction must be affirmatively 
shown and it must appear as a part of the record of the case. In the words of 
Taney, C. J., in the Dred Scott case, “When a plaintiff sues in a court of the 
United States it is necessary that he should show, in his pleading, that the 
suit he brings is within the jurisdiction of the court, and that he is entitled to 
The record, when it comes before the appellate court, must 
show affirmatively that the inferior court had the authority under the con- 
stitution (and the statutes) to hear and determine the case.’’®® 
Not even consent of the parties can confer jurisdiction upon the courts 
of the United States,8? though the parties may admit the existence of such 
facts as will establish jurisdiction,** and consent may operate as a waiver of 
objections to jurisdiction.8® Of course, where a valid statute provides that 
jurisdiction shall depend upon consent of the parties, such consent confers 
jurisdiction. In Jones v. Andrews, for example, a federal statute provided 
that parties not served with process (notice of the suit) should not be bound | 
by judgment unless they voluntarily appeared to answer. Jones was not 
served, but his attorney appeared and moved dismissal of the action on the 
grounds (a) no jurisdiction and (6) no equity (no cause for relief shown by 
complainant). It was held that if he had not appeared to answer, the court 


* U.S. v. Louisiana 123 US. 36 (1887); 31 L. Ed. 69; 8 Sup. Ct. 17. In U.S. 
Code, Title 28, sec. 341, it is provided that the original jurisdiction is exclusive 
over suits brought against ambassadors, other public ministers and consuls, and in 
“all controversies of a civil nature where a state is a party, except between a state 
and its citizens, or between a state and citizens of another state or aliens.” In the 
latter it has original, but not exclusive, jurisdiction. 

* 19 Howard 393 (1856); 15 L. Ed. 691. 

* The Lucy, 8 Wall. 307 (1869); 19 L. Ed. 394; Dewhurst v. Coulthard, 3 
Dall. 409; 1 L. Ed. 658. 

* P.C.C.&St.L.Ry. v. Ramsey, 22 Wall. 322 (1875); 22 L. Ed. 823. 

* The Lucy, supra. 


” 10 Wall. 327 (1870) ; 19 L. Ed. 935. 
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would have had no jurisdiction; but that since he appeared and asked dis- 
missal on the ground of “no equity,” he had appeared “‘to answer,” and that 
such appearance gave the court jurisdiction. 

It would seem to go without saying that state statutes may not restrict or 
enlarge the jurisdiction of the federal courts. Yet both have been attempted. 
In Terral v. Burke Construction Company,®: it appeared that a statute of 
the state of Arkansas provided that “if any corporation shall remove a cause 
to the federal courts or bring a suit in a federal court, the secretary of state 
shall revoke the license of the company to do business,” etc. The Burke 
Construction Company, a Missouri corporation, performed both forbidden 
acts and asked that the secretary of state of the state of Arkansas be re- 
strained from revoking its license, on the ground that the act is invalid. The 
court said, in granting the injunction, that a state may not, by imposing 
conditions, exact a waiver of the right to use the federal courts nor curtail 
the jurisdiction, either removal or original, of those courts. In Pusey & 
Jones v. Hanssen,®? on the other hand, a statute of Delaware was declared 
ineffective to extend the jurisdiction of the federal courts to certain cases 
of receiverships of insolvent corporations. 

It is therefore to the statutes of the United States that we must look for 
a statement of the original jurisdiction of all the inferior federal courts and 
for a statement of the appellate jurisdiction of the circuit court of appeals 
and of the Supreme Court; provided, of course, that those statutes do not at- 
tempt to confer jurisdiction in excess of the jurisdiction which is broadly 


outlined in Article 3 of the Constitution. So far as labor cases are concerned, 
the jurisdiction of the district courts is wholly original in character; that of 
the circuit court of appeals is wholly appellate, and that of the Supreme 
Court is, for practical purposes, entirely appellate also.** 


ORIGINAL JURISDICTION OF THE FEDERAL DISTRICT COURTS 


The appellate jurisdiction of the federal district courts is limited, by the 
judicial code®* to review of questions of law arising out of the orders and 
findings of the United States commissioners of immigration under the Chi- 
nese Exclusion Acts, the commissioners for Yellowstone Park, the commis- 
sioners of Hot Springs Reservation, and the findings of referees as to rights 
of way in Indian lands. Beyond these cases, the jurisdiction of the federal 
district courts is entirely original. 

So far as labor controversies are concerned, the cases within the jurisdic- 
tion of the district courts are of two classes: (1) private suits—suits for 


* 42 Sup. Ct. 188 (1922). See also Suydam v. Broadnax, 14 Peters 67 (1840) ; 
and Hyde v. Stone, 20 Howard 170 (1857); 15 L. Ed. 874. 

* 261 US. 491 (1923); 43 Sup. Ct. 454; 67 L. Ed. 763. 

*® See following, “Appellate Jurisdiction.” 

* U.S. Code, Title 28, sec. 49; Title 16, sec. 378; Title 25, sec. 314. 
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damages at common law under statutes or in admiralty, and proceedings 
upon bills of injunction in equity—and (2) criminal cases under the federal 
statutes. 

In criminal cases.—The original jurisdiction of the federal courts over all 
crimes against the United States is exclusive of the jurisdiction of the state 
courts; and the fact that the same conduct happens to be a violation of both 
a federal and a state law does not mean that there is a concurrent or alterna- 
tive jurisdiction. In such cases, there are two crimes, and each court has 
jurisdiction over one crime. In Rodman v. Pothier,®® defendant had been 
indicted by a federal grand jury for a murder committed in a military camp 
of the United States. The prisoner asked release on a writ of habeas corpus, 
on the ground that since the land on which the crime was alleged to have 
been committed did not belong to the United States, the crime, if any, was 
within the jurisdiction of the state court and not within that of the federal 
courts. The court held that it was not necessary to establish the jurisdiction 
of the federal court to indict and hold the prisoner, that its jurisdiction be 
shown to be exclusive. 

In U.S. v. Hudson,®* defendants, as editors of a newspaper in Connecticut, 
had published articles alleging that Congress and the president had secretly 
voted a gift of $2,000,000 to Napoleon Bonaparte in exchange for his per- 
mission to make a treaty with Spain. Defendants were prosecuted for crim- 
inal libel, in the Circuit Court of the United States. In its opinion, which 
denied jurisdiction, the Supreme Court said that there is no common law of 
crimes against the United States. All crimes against the United States are 
statutory.®? “The legislative authority of the Union must first make an act 
a crime, affix a punishment to it, and declare the court that shall have juris- 
diction of the offense Exercise of criminal jurisdiction in common , 
law cases . . . . isnot within the implied powers” of the federal courts. 

These principles, of course, apply as well to criminal cases arising from 
labor controversies as to crimes arising from other sources. So far as labor 
cases are concerned, the criminal cases which have originated in the federal 
courts have arisen out of the violation of (a) those sections of the criminal 
code which forbid interference with the mails, (b) the Interstate Commerce 
Act of 1887 and its modifications, including the safety appliance acts, federal 
hours of service laws, employers’ liability acts, child labor acts, and the like, 
and (c) the Sherman Antitrust Act as modified by the Clayton Act.°* The 


*° 44 Sup. Ct. 360 (1924) ; 264 U.S. 399. 

* » Cranch 32 (1812); 3 L.Ed. 259. See also U.S. v. George, 228 U.S. 13 (1913); 
33 Sup. Ct. 412; 57 L. Ed. 712; and cases cited therein. “Where the charge is a 
crime, it must have a clear legislative basis.” 

* See “Penal Code of United States” (1910), U.S. Code, Title 18. 


* Original jurisdiction over the more important labor cases which have been 
appealed to the Supreme Court was founded as follows: American Steel Foundries 
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result of these laws and their application is “that all union or collective ac- 
tivity, if it affects trade among the states, is subject to federal surveillance 
on that score alone; that is, it presents a federal question and a ground of 
federal jurisdiction, apart from the citizenship of the parties.”®® 

Jurisdiction over private suits—As has already been indicated, the fed- 
eral district courts are the only United States courts of broad original civil 
jurisdiction. As laid down in U.S. Code, Title 28, the judicial code of the 
United States, the jurisdiction of these courts extends to the following 
classes of cases: 

a) Suits at law and in equity by the United States or by an officer of the 
United States authorized by law to sue. 

b) Civil actions between citizens of the same state who claim under land 
grants from different states. 

c) Where the matter in controversy exceeds $3,000 (exclusive of inter- 
est and costs), and (a) arises under the constitution, laws or treaties of the 
United States, or (b) is between citizens of different states, or (c) is between 
citizens of a state and foreign states, citizens, or subjects.!©° 

d) Regardless of the amount involved or diversity of citizenship, cases 
which, arise under admiralty law!®! (except where there is a common law 
remedy), slavery and peonage laws, postal laws, patent, copyright and trade- 
mark laws, interstate commerce laws, customs and internal revenue laws, 
conspiracy laws, cases which involve deprivation of offices and civil rights, 
bankruptcy cases, suits against national banking associations, consuls and 
vice-consuls, and the United States, suits against trusts, monopolies and 
unlawful combinations, suits for setting aside or enforcing orders of the 
Interstate Commerce Commission, suits under immigration and contract 
labor laws, and the election laws which abridge the right to vote, suits con- 
cerning allotment of public lands and of Indian lands, and habeas corpus 
proceedings to question the power of a custodian to hold the person of the 


v. Tri-City Trades Council, diversity; Anderson v. Shipowners’ Assn., Sherman 
Act; Bedford Stone case, Sherman Act; Clune v. U.S., interference with mails; 
Duplex v. Deering, diversity and Sherman Act; Eagle Glass Co. v. Rowe, diver- 
sity; Gompers v. Buck’s Stove & R. Co., District of Columbia; Hitchman case, 
diversity ; In re Debs, interference with mails; Loewe v. Lawlor, Sherman Act; 
Michaelson v. U.S., Clayton Act; Paine Lumber Co. v. Neale, Sherman Act; Pet- 
tibone v. U.S., conspiracy acts; Union Leather Workers v. Herkert, Sherman Act; 
Union Mine Workers of America v. Coronado Coal Co., Sherman Act; U.S. v. 
Brims, Sherman Act. 


”® Frankfurter and Green, “The Use of the Injunction in American Labor Con- 
troversies,’ Law Quart. Rev., April, 1928, p. 172; see The Labor Injunction, p. 10, 
where the language is different. 

* The history of diversity jurisdiction is discussed by Mr. H. J. Friendly in 41 
Harv. L. R. 483 (1928). 

* See Washington v. Dawson & Co., 264 US. 219; 44 Sup. Ct. 302. 
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petitioner. By the Act of February 12, 1925 (U.S. Code, Title 9), the dis- 
trict courts are given jurisdiction over certain cases involving arbitration 
agreements, if the court would have jurisdiction but for the agreement. 

Of course, many of these classes of cases seldom or never arise in connec- 
tion with labor controversies; but once the court acquires jurisdiction of a 
case, its so-called ancillary jurisdiction gives it power over such matters as 
pleading, process, practice, and the records of the principal case, without 
regard to citizenship of the parties or to the amount of money involved. 

The judgments of the district courts are not final, since there is in every 
instance a right of appeal to either the circuit court of appeals or the Supreme 
Court of the United States.1°? 


REMOVAL JURISDICTION 


Though the federal district courts have practically no appellate jurisdic- 
tion which can apply in labor cases, they do have, in addition to their original 
jurisdiction, what is called removal jurisdiction. Under certain circum- 
stances, expressly stipulated in the removal statutes,!°* causes may be re- 
moved from the state courts wherein they are brought to the appropriate 
federal district court. The scope of the removal jurisdiction is practically 
never broader than that of its original jurisdiction, though it is frequently 
made expressly narrower. For example, if suit is brought in the state of the 
defendant’s residence, it cannot be removed at the instance of defendant; 
nor may cases which arise under the federal liability acts and are brought in 
state courts be removed to federal courts.1!°* The removal statutes are 
highly ambiguous and inept: so much so in fact that the courts, in inter- 
preting them, have frequently felt it necessary to ignore express words and 
to interpret them in accordance with the spirit of the statutes as indicated 
by their history. One federal court said, in this connection: “That there is 
no other phase of American jurisprudence with so many refinements and 
subtleties, as related to federal removal proceedings, is known to all who have 
to deal with them.”?° 

Though the question was practically an open one from 1876 to 1922, the 
Supreme Court of the United States in the latter year held that no state may 
lawfully abridge, even indirectly, the removal jurisdiction ‘of the federal 
courts.1°® In general, the removal jurisdiction of these courts is limited to 
suits (a) involving federal questions, (b) by the United States or its officers 


? See following, “Appellate Jurisdiction.” 


*® Most of them in U.S. Code, Title 28, sec. 71. Some scattered throughout the 
Code. 


** 17S. Code, Title 28, sec. 71. 


* Hagerla v. Miss. River Power Co., 202 Fed. 771 (1912). Quoted in Dobie, 
Federal Procedure, p. 348. 


** Terral v. Burke Const. Co., supra. 
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authorized to sue, (c) between citizens of different states, (d) involving for- 
eign states or aliens, (e) involving civil rights, (f) against federal revenue 
officers, (g) between citizens of the same state under land grants from dif- 
ferent states, (4) by aliens against civil officers of the United States. Wheth- 
er or not this jurisdiction will be called into play is almost wholly within the 
control of the defendant, with the exception noted in the foregoing, that a 
defendant may not remove to the federal court, from the courts of his own 
state. 


APPELLATE JURISDICTION OF THE FEDERAL COURTS 


It has already been pointed out that, so far as labor controversies are 
concerned, there is no appellate jurisdiction of the federal district courts. 
It is also true that there is practically no original jurisdiction of the circuit 
court of appeals and the Supreme Court which is ever extended to labor 
controversies. The original jurisdiction of the latter is limited by the Con- 
stitution, and the former has been given no original jurisdiction at all. Even 
the appellate jurisdiction of both is limited, in a general way, by the Con- 
stitution, and it is further specifically limited by the judicial code.!% 

By the judicial code?°® ‘“‘a direct review by the Supreme Court of an 
interlocutory or final judgment or decree of a district court may be had 
where it is so provided [elsewhere in the Code] and not otherwise,” to wit: 

a) In every suit in equity where the United States is a complainant under 
the antitrust laws and interstate commerce acts.!°° 

b) In criminal cases enumerated, where the decision is adverse to the 
United States, and the defendant is not exposed to double jeopardy and has 
not been acquitted by a jury.1!° 

c) In cases in which interlocutory injunctions have been issued to re- 
strain the enforcement of state statutes or orders of state boards and com- 
missions.!14 

d) In cases in which judgments or decrees involve the enforcement, set- 
ting aside, or suspension of orders of the Interstate Commerce Commission 
other than those for the payment of money.'!? 

e) In cases in which it is sought to restrain the enforcement of orders 
of the secretary of agriculture, acting under the Packers and Stock Yards 
Act.118 

f) When the case is originally heard before the “statutory court” of 
three judges, as provided in the Transportation Act.114 


*T Act of 1891, amended by Act of February 13, 1925, U.S. Code, Title 18. 
*§ U7.S.Code, Title 28, sec. 345. ” Tbid., Title 15, sec. 20. 

*° Ibid., Title 18 (criminal code), sec. 682. 

™ Tbid., Title 28, sec. 380. ™ Tbid., secs. 47 and 345. 

"8 Ibid., Title 7, sec. 217. 

™ Ibid., Title 49, sec. 45. Does not apply to labor cases. 
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In all other cases, the circuit courts of appeal have appellate jurisdiction 
to review the judgments and decrees of the district courts;115 and are em- 
powered to enforce, set aside, or modify orders of the Federal Trade Com- 
mission, the Interstate Commerce Commission, and the Federal Reserve 
Board,!!® as well as to review arbitration judgments of the district courts 
under the Railway Labor Act.1!7 

In addition to its appellate jurisdiction over the judgments and decrees of 
the district courts, the Supreme Court has appellate jurisdiction over two 
other classes of cases, one of which comes from the circuit courts of appeal 
and the other from the state courts. By the act of 1925, the appellate juris- 
diction of the Supreme Court has been much narrowed, in order to relieve 
the burdens of the court. It is limited now, so far as the judgment and de- 
crees of the circuit court of appeals is concerned, to: 

a) Review by certificate—‘In any case, civil or criminal, in a circuit 
court of appeals, or in the Court of Appeals of the District of Columbia, the 
court at any time may certify to the Supreme Court of the United States 
any questions or propositions of law concerning which instructions are de- 
sired for the proper decision of the cause; and thereupon the Supreme Court 
may either give binding instructions upon the questions and propositions 
certified or may require that the entire record in the cause be sent up for its 
consideration, and thereupon shall decide the whole matter in controversy in 
the same manner as if it had been brought there by writ of error or ap- 
peal,”’128 

b) Review by certiorari.—In any case, civil or criminal, at any stage of 
the proceedings, upon petition by any party to the suit, the Supreme Court 
may, in its discretion, by writ of certiorari require that the cause be certi- 
fied to the Supreme Court for determination as if by appeal or by writ of 
error.?!9 

c) Review by appeal.—Any case in a circuit court of appeals in which is 
drawn in question the validity of a statute of any state on grounds of re- 
pugnancy to the Constitution laws, or treaties of the United States, and the 
decision is against validity, may at the election of the party relying on such 
state statute, be taken to the Supreme Court by appeal, but if such proce- 
dure is taken no certiorari may be allowed and the review is limited strictly 
to the federal questions presented in the case.’*° No appellate review of 


™ U.S. Code, Title 28, sec. 225(a). ™® Tbid., sec. 225(e). 
™ Ibid., sec. 225(b), amended, 1926. 
™* Tbid., sec. 346. 


™ Tbid., sec. 347(a). A denial of the writ of certiorari does not raise an implica- 
tion that the court approves the result reached by the inferior court. See 15 Am. 
Bar. Assn., Jour, 681 (1929). 


™ In U.S. Code, Title 28, sec. 347(b), where this provision appears in the code, 
the term used is “writ of error.” By an amendment of the code in 1926, the use of 
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decisions in the circuit courts of appeals or in the court of appeals of the 
District of Columbia may be taken otherwise than in accordance with the 
foregoing provisions.1?+ 

Appeals from decisions of state courts—‘A final judgment or decree in 
any suit in the highest court of a state in which a decision of the suit could 
be had, where is drawn in question the validity of a treaty or statute of the 
United States, and the decision is against its validity ; or where is drawn in 
question the validity of a statute of any state, on the ground of its being 
repugnant to the Constitution, treaties, or laws of the United States, and the 
decision is in favor of its validity, may be reviewed by the Supreme Court 
upon appeal.”!22 And the Supreme Court may require by certiorari the 
certification of any case in which a final judgment or decree has been ren- 
dered by the highest court of a state in which a judgment might [could] be 
had, where is drawn in question the validity of any statute of a state?° upon 
the ground of its repugnance to the Constitution, laws, or treaties of the 
United States, or where is drawn in question the validity of any statute or 
treaty of the United States, or where any title, right, privilege, or immunity 
is specially claimed or set up by either party under the Constitution, treaties, 
or laws of the United States.12* It will be noted that the right of appeal, 
which operates without any discretion in the court to decline to hear the 
cause, is specifically limited to two classes of cases in which particular kinds 
of results must have been reached in the state courts; but that, on the other 
hand, the writ of certiorari, issuing within the discretion of the court, may 
be extended to any of three classes of cases from state courts, without regard 
to the results reached in the state courts. This distinction has existed, prac- 
tically unchanged, since the Judiciary Act of 1780. 

What law is applied by the federal courts?—When a case arises from the 
alleged violation of a federal statute, the law which is applied is the statutory 


the term “writ of error” is abolished, and the term “appeal” substituted; but the 
effective meaning of the new term is practically inclusive of the meanings indi- 
cated by the two terms, “appeal” and “writ of error,” as formerly used. 


™ 07S. Code, Title 28, sec. 347(c). ™ Tbid., sec. 344(a). 


*8 Until 1914, review by certiorari of decisions of the highest courts of the states 
was restricted to the cases in which a statute of the state had been held valid under 
the federal Constitution. If the statute was held invalid, there could be no review, 
by appeal, by writ of error, or on certiorari. 

As a result of discussion subsequent to the famous Ives case (Ives v. South Buf- 
falo Ry Co., 201 N.Y. 271 [1911]; 94 N. E. 431; 34 L. R. A. [N.S.] 162), in which 
the early Workmen’s Compensation Law of New York was held repugnant to the 
Constitution of the United States, the undesirability or impossibility of review of 
such cases was made apparent. A federal statute of 1914 was enacted and is incor- 
porated in U.S. Code, Title 28, sec. 344(b). For the substance of this note, I am 
indebted to Professor Arthur H. Kent, of the University of Chicago Law School. 


™ US. Code, Title 28, sec. 344(b). 
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law of the United States, or, if the interpretation of language is demanded 
and demands the application of common-law concepts, every federal court 
applies the common law as that court understands the common law to be. 
For example, in the interpretation of some of the language of the Clayton 
Act, the court discusses the meaning of the terms, “lawful,” “peaceful,” and 
the like, and it defines them as the court understands them to be used at 
common law. The courts of the United States are not bound by the deci- 
sions of the courts of the states upon questions of common law, or in the 
interpretation of federal statutes.1°° 

When cases come before the federal courts upon the jurisdictional ground 
of diversity of citizenship, practically every sort of common law question 
may arise, as well as questions of the statutory law of the states from which 
the parties come. The judicial code provides!*® that, in such cases, the fed- 
eral courts shall apply the laws of the state in which the court is sitting. As 
it has been interpreted, this provision applies only to the statutory law, and 
not to the common law. In this field, also, the federal courts are not bound 
by the decisions of the state courts, upon questions of common law.1*7 

In the field of labor law, the latter principle is of particular importance 
in the cases which involve the interpretation of the so-called “yellow-dog”’ 
contracts, like that in Hitchman Coal and Coke Company v. Mitchell. In 
that case the court said that since there was no statute of West Virginia ap- 
plicable to the interpretation of such contracts, the court was free to apply 
the principles of common law, as understood by the Supreme Court of the 
United States, to the problem presented. There is no doubt that the same 
principle would have been applied, even if there had been applicable com- 
mon-law decisions of the courts of West Virginia.‘*® When an appeal is 
taken from a decision of the highest court of a state in which a decision could 
be had, after such decision has declared valid a statute or constitutional pro- 
vision of the state, as not contrary to any provisions of the federal constitu- 
tions, laws, or treaties, and when the review on appeal involves an interpreta- 
tion of the language of such statute, the Supreme Court has adopted the view 
that the meaning of the language in such state or constitution, as interpreted 
by the courts of the state, shall be binding upon the federal courts. This rule 


*° For example, the Clayton Act was interpreted in American Steel Foundries 
v. Tri-Cities Trades Council, 257 U.S. 184, 42 Sup. Ct. 72; in Duplex Pr. Co. v. 
Deering, 254 U.S. 443, 41 Sup. Ct., 172; and in other cases. These interpretations 
will be discussed in later papers in this series. 

7° U.S. Code, Title 28, sec. 725. 

™ Swift v. Tyson, 16 Peters 1 (1842); 41 U.S. 1. See Frankfurter and Green, 
op. cit., pp. 11-15. See also an extremely vigorous attack upon this doctrine by Mr. 
Justice Holmes, in Black & White Taxi-Cab & Transfer Com. v. Brown & Yellow 
Taxi-Cab Co., 276 U.S. 518 (1928) ; 48 Sup. Ct. 404. 
245 U.S. 229 (1917) ; 38 Sup. Ct. 65. 1% Swift v. Tyson, n. 40, supra. 
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has been followed so far that, in the language of Field, J., in Louisiana v. Pils- 
bury,®° “when a statute of two states, expressed in the same terms, is con- 
strued differently by the highest courts [of the two states], they are treated 
by us [the Supreme Court] as different laws, each embodying the particular 
construction of its own state.” No case has been found in which the doctrine 
has actually been carried so far; but there is little doubt that it would be 
done, should occasion arise. 

There are some important limitations and exceptions to this doctrine. 
Two of the most important are (a) that when a statute of a state comes be- 
fore the Supreme Court of the United States, before it has been interpreted 
by the state courts, and if it is interpreted by the Supreme Court, their 
first interpretation is not overthrown upon a later occasion, should the same 
statute be afterward interpreted by the state court in a manner contrary 
to the interpretation reached by the Supreme Court. (6) In Douglas v. 
Pike County,'** it appeared that the courts of the state of Missouri had in- 
terpreted a statute in such a way as to confer certain rights upon certain 
bondholders; at a later time, the court of the state reached a different inter- 
pretation, which, if allowed to stand, would have resulted in a repudiation of 
the obligations of the bonds. Upon a review by the Supreme Court of the 
United States, that court adopted the first interpretation, so far as the 
rights which accrued under it were concerned, but indicated that the second 
interpretation would be adopted as to persons who might be afterward af- 
fected by it. That is, the court took the view that it would follow the first 
interpretation, so long as necessary to protect rights which accrued under 
it, in spite of a later and different interpretation of the same act by the 
courts of the same state. 

Once the decisions of the federal courts have been handed down, and 
until they are overruled by the same or a higher court, such decisions become 
the federal law of the land, and are binding upon any persons who subse- 
quently commit such acts, in such circumstances, as will bring them within 
the jurisdiction of the federal courts. Thus the interpretations of the fed- 
eral statutes by the Supreme Court of the United States become a part of 
the law which is binding upon every person who engages in interstate com- 
merce and who commits acts to which the decisions are applicable; and 
every decision of a controversy based upon diversity of citizenship becomes 
binding as to all persons who may commit the same kinds of acts and become 
subject to the jurisdiction of a federal court. Thus, for example, the rule 
in the Hitchman case is not binding upon the courts of the state of New 
York or upon parties who commit acts within that state, unless such parties 
may be brought, with respect to those acts, within the jurisdiction of the 
federal courts. When those things happen, such persons, committing acts 


™ to5 U.S. 278 (1881) ; 26 L. Ed. 1090. 
1 tor U.S. 677 (1880); 25 L. Ed. 968. See Dobie, Federal Procedure, chap. 7. 
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like those in controversy in the Hitchman case, are bound by the law of 
that case. Similarly with the rule regarding peaceful picketing, in the 
American Steel Foundries case, where, likewise, jurisdiction was based upon 
diversity of citizenship, though the decision in that case was in fact an inter- 
pretation of some of the language used in the Clayton act. No violation, by 
defendant, of that act was alleged; defendant sought immunity from in- 
junction, because he alleged that he was engaged in a pursuit (peaceful per- 
suasion) to restrain which the injunction might not be used (as defendant 
interpreted the act). That is, defendant looked upon the act as a limitation 
upon the jurisdiction of the federal courts. The interpretation which the 
courts put upon the Clayton act in that case, and the extent to which persons 
are subject to the decrees of the federal courts, will be discussed in later 
papers. 
SUMMARY 


The jurisdiction of the federal courts is limited by the Constitution, and, 
within the limits so fixed, is determined by acts of Congress. So far as labor 
controversies are concerned, original jurisdiction is practically limited to 
the district courts. It is confined to cases arising under federal statutes and 
cases between citizens of different states. Removal jurisdiction of the dis- 
trict courts is in general narrower than original jurisdiction, and is available 
to defendants when suit is brought in the courts of a state other than that of 
defendant’s residence. 

Appellate jurisdiction is divided between the circuit court of appeals and 
the Supreme Court. Appeal from a judgment of a district court be!ongs to 
the latter if (a) in a criminal case, judgment is adverse to the United States 
and there has been no verdict in favor of defendant and he is not subjected 
by review to double jeopardy; () if the United States is complainant under 
the antitrust laws or interstate commerce laws; (c) if the suit involves an 
order of the Interstate Commerce Commission, other than an order to pay 
money; (d) if it is sought to restrain the enforcement of an order of the sec- 
retary of agriculture under the Packers and Stock Yards Act; (e) when an 
interlocutory injunction has been issued to restrain the enforcement of a 
state statute or an order of a state board or commission; (f) when a case has 
been heard before a “statutory” court of three judges. Appeal from a judg- 
ment of a district court belongs to the circuit court of appeals in all other 
cases. 

Appeal from judgments of a circuit court of appeals is to the Supreme 
Court, either on certificate in a proper case (foregoing) on the motion of the 
circuit court of appeal, upon certiorari within the control of the Supreme 
Court, or by appeal when a statute of the United States has been questioned 
on constitutional grounds and the decision is against its validity, or when the 
constitutionality of a state law has been upheld. 

It is to be noted that the right of appeal is in no case controlled by the 
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amount in controversy, and that the cases in which the Supreme Court must 
act are confined to those in which there is certification of some question by 
a circuit court of appeals, and those in which appeal is the proper method of 
appellate review. 

So far as they are within the jurisdiction of the federal courts at all, pri- 
vate suits for damages and petitions for injunctions, criminal cases, arbitra- 
tion cases under the Railway Labor Act, bills of injunction under the inter- 
state commerce laws, and petitions to enjoin the enforcement of orders of 
state boards and commissions, go originally to the district courts of the 
United States. If the right of appeal is first to a circuit court of appeal, the 
judgment of such court is final unless there is certification by the court, 
certiorari by the Supreme Court within its discretion, or a constitutional 
question is involved which has been decided against the validity of some law 
of the United States. 

As to the decisions of the state courts, the appellate jurisdiction of the 
Supreme Courts extends only to the review of the decisions of the highest 
court of a state in which a decision could be had, when the decision is against 
the constitutionality of a federal statute or in favor of the constitutionality 
of a state statute; but they do follow in the main, state courts’ interpreta- 
tions of state statutes and constitutions. 

The law which is applied by the federal courts is either the statute law of 
the United States, the statute law of the appropriate state, or the common 
law as it is understood by the federal courts. These courts are not bound 
by the common-law decisions of the state courts nor are the state courts 
bound by decisions of federal courts, except upon certain questions of consti- 
tutional law.1% 

J. F.C. 


* Whenever one encounters problems of jurisdiction, it is imperative that he 
keep in mind the fact that no single presentation of principles can enable him to 
solve all of his problems. The jurisdiction of the federal courts has been expanded 
and contracted on a good many occasions—sometimes to a greater extent, some- 
times to a lesser. The extent of jurisdiction as of any particular time in the past, 
of course, is determined by the state of the statutory provisions which were in ef- 
fect as of the time under consideration. This, of course, is elementary knowledge 
in the lawyers’ minds; but sometimes the lay student is prone to overlook it. 
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BOOK REVIEWS 


Mergers in Industry. By NATIONAL INDUSTRIAL CONFERENCE 

Boarp. New York, 1929. Pp. 205. $3.00. 

It is rather surprising that out of all the welter of contemporary dis- 
cussion of industrial mergers so little of a serious nature should have 
appeared with respect to the economic and technological causes under- 
lying this important trend in business organization. Nearly all of the 
published reports of research in this field belong to an earlier day when 
the dangers of monopoly seemed more serious than at present. Such 
studies have for the most part been concerned with the development of 
legal restrictions and their shortcomings in dealing with the real or 
supposed evils of “big business.”” Current periodical writings, although 
voluminous, have added little to our knowledge of the economic bases 
of the movement. In some the assertions smack too much of the rose- 
tinted dreams of the promoter’s prospectus. In others, a commendable 
reluctance to accept the prophecies of promoters at face value is shown. 
Few, if any, of these recent writings have presented sufficient evidence 
upon which to base scientific conclusions. 

In view of this deficiency it is indeed noteworthy that the National 
Industrial Conference Board should have undertaken a statistical 
analysis dealing with economic considerations which today constitute 
the chief interest in industrial consolidation. 

In attacking this difficult problem, two aspects of consolidation 
have come under review. The first, dealing with the degree of success 
achieved by business combinations, is considered in chapters iii, iv, 
and v, in which the three tests of earning ability, trends with respect 
to security values, and operative efficiency have in turn been applied. 
The evidence submitted in applying the first of these tests consists of 
the record of earnings of consolidations in manufacturing branches of 
industry prior to 1914. Exception might possibly be taken to this pre- 
war limitation on the grounds that such evidence does not necessarily 
apply to the present situation, but it is defended by the assertion that 
“the pre-war record of earnings is less likely to be deflected by alien 
forces or misinterpreted on account of abnormal influences than would 
the record for the war and post-war years.” 

In applying the third test, operative efficiency “is distinguished 
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from economy in that it has regard solely for the physical aspects of a 
productive operation and disregards value considerations.” This 
phase of the inquiry has been confined solely to productive efficiency, 
which is perhaps unfortunate, for it undoubtedly is true that many 
recent consolidations must be defended, if at all upon the grounds of 
efficiency, by their ability to secure more effective distribution of their 
products. This limitation is excused, however, by the contention that 
marketing efficiency “in the midst of the contemporary revolution in 
commercial organization does not lend itself to objective treatment 
by statistical methods.” 

The second aspect of the inquiry, comprising chapters vi, vii, and 
viii, deals with certain of the effects of consolidation with respect to 
the promotion of industrial research, regularization of production, 
maintenance and stabilization of prices. 

The method employed throughout the investigation has of necessity 
involved a process of sampling. The study of earnings, for example, 
includes an examination of the published reports of forty-eight con- 
solidations. Necessary adjustments for the sake of uniformity have 
been made, and the ratios of returns to net worth have been painstak- 
ingly compared year by year throughout the period under observation. 
A similar study has been made of the prices of equivalent holdings of 
common stock from the inception of the consolidation in each case 
down to and including the year 1927. In the study of productive effi- 
ciency the industries under observation have been divided into five 
groups according to their nature, and the output per labor hour has 
been computed year by year for each consolidation and compared with 
similar data for independent companies in the same field. Expendi- 
tures for research per $1,000 of gross sales have been compiled, and 
these ratios have been compared with “estimated” data of similar im- 
port for industry as a whole. Industrial fluctuations and price move- 
ments have been examined in terms of three groups of selected indus- 
tries: Group A representing industries in which consolidation has 
proceeded farthest, Group B representing industries in which consoli- 
dation has made little headway, and Group C representing industries 
in which no important consolidations have occurred. 

The results of this painstaking survey can scarcely have been 
satisfactory to the investigators, though it probably is true that the 
outcome “conforms reasonably closely with the results that might have 
been anticipated from a broad experience and intimate knowledge of 
business affairs.” Little evidence has been found that mergers as a 
whole have been notably or increasingly profitable. In instances of 
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outstanding success there is no conclusive evidence that the form of 
organization itself was responsible for the success. And with respect 
to technological progress, the only conclusion that may safely be drawn 
is the negative one that progress has at least not been impeded by in- 
dustrial consolidations. Even after making due allowance for the 
obvious fact that mergers have often been conceived as a last resort 
to bolster up a declining industry and thus were doomed from the be- 
ginning, one is almost led to conclude that those which have been suc- 
cessful owe their prosperity more to the good fortune of able manage- 
ment than to the incidental circumstances attending their birth. 

Probably the most serious criticism to be made concerning the study 
is that the conclusions drawn in several instances are more emphatic 
than the evidence justifies. In presenting the facts with respect to op- 
erative efficiency, for instance, the output per labor hour only is con- 
sidered. Surely, labor hours do not constitute the sole measure of 
production. Machine hours are at least as important under modern 
conditions, and the conclusions could have been made more plausible 
had some account been taken of possible variations in the plant in- 
vestment. 

Like many another engaged in economic research, the collaborators 
have been hampered by the inadequacy of available data; and perhaps 
no injustice is done when it is suggested that the results of their labors 
are significant more because they have pioneered in a hitherto neglected 
field than because of the finality of their findings. Little more could 
have been done with the materials at their disposal. More evidence 
is needed—evidence which, in the opinion of the reviewer, may best be 
obtained by the intensive study of individual cases. It is to be hoped 
that this beginning may lead some agency of research to undertake the 
task of assembling a sufficient mass of data to permit eventually a 
thoroughgoing appraisal of this interesting development in modern 
business. 

W. N. MITCHELL 


UNIVERSITY OF CHICAGO 


Millions in Mergers. By H. A. TOULMIN, Jr. New York: Forbes, 

1929. Pp. xv-+-323. 

If a book is wanted that contains an introduction to all the prin- 
cipal problems of merger formation and management, set forth in 
simple style and non-technical language, Millions in Mergers should 
meet the demand. The book should make an especial appeal to three 
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types of readers: the busy student who wants to learn, with a mini- 
mum of time and effort, something about the merger movement; the 
business executive who is facing the problem of whether or not to 
enter a merger; and the general investor who is looking for an attrac- 
tive place to invest his funds. 

Throughout the book the author keeps insisting that lasting suc- 
cess can come to a merger only when two conditions are met. First, 
there must be good management, and, second, the combination must 
place the business in a better position to render the public service. He 
cites numerous instances in proof of his point that many of the older 
mergers failed because they depended on crushing size to compensate 
for mediocre managerial ability. 

All students of business are well acquainted with the long list of 
economies that are thought to be realized through large-scale opera- 
tions. It is brought out in striking fashion in this book that all these 
savings are not to be obtained simply by bringing together under one 
management a group of enterprises, each of which has heretofore en- 
joyed perfect autonomy. This personnel aspect of the management 
problem often becomes a limiting factor in the success of the merger. 
There is serious danger that the old manager will either try to retain 
his position of dictatorship or will attempt to escape responsibility for 
attention to business by trusting to the power and size of the com- 
bination. In the language of the author, “You cannot make a deposed 
king into a crown prince.” He feels the truth of this statement so 
strongly that he advances the general rule that all old managers should 
be asked to leave the new organization and their places should be 
filled with new men with the viewpoint of the new enterprise. 

The question of maintaining good will is also important to those 
who are planning a merger. It is pointed out that good will is an im- 
portant item that cannot always be pooled. In fact, old customers of 
the constituent concerns are often suspicious of the combination. In 
other cases the new scale of operation is likely to be such as to cause a 
breaking off of many of the old trade connections. 

Everybody is acquainted with the disadvantages under which busi- 
ness combinations of all kinds in this country have labored since the 
beginning of anti-trust legislation. What is not probably so generally 
understood, as the author brings out, is that this legislation and its 
interpretation by the courts has aided the formation of mergers. 

Not the least interesting part of the book is the discussion of the 
opportunities open to small-scale business and its advantages in cer- 
tain respects over the large unit, especially the merger. The treatment 
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of this subject alone would be sufficient to recommend the book to 
the attention of the general reader. 

It must not be concluded, however, from what has been said that 
mergers may not be profitable. The author holds out great hope for 
the merger, the management of which is wise enough to know just what 
economies may be realized and how to go about effecting them. 


FLoyp C. HoLmMEs 
UNIVERSITY OF CHICAGO 


Bankers’ Balances. By LEoNARD L. Warkins. Chicago: A. W. 

Shaw Co., 1929. Pp. xvi+429. 

In this work there is available, in all probability, the most compre- 
hensive treatment of bankers’ balances that has appeared. It is unique, 
furthermore, because the study was awarded the initial triennial prize 
of $2,500 offered by the Chicago Trust Company. 

The purpose of the analysis was to trace the origin and functions 
of interbank deposits: first, under the old national banking system; 
then under the Federal Reserve System; and, finally, by way of conclu- 
sion, to compare the two. To this end bankers’ balances were studied 
with reference to (1) reserve requirements, (2) clearings and collec- 
tions, (3) interbank borrowing, and (4) investments. These have been 
the determining factors which have led to interbank deposits. “Since 
1917 the reserve motive for maintaining deposits has been absent, ex- 
cept indirectly, so far as concerned member banks.” It is pointed out, 
however, that at the time of the establishment of the Federal Reserve 
System gold was beginning to flow into the United States, and it was 
possible for the member banks to transfer at least a portion of their 
legal reserves to the Federal Reserve banks without reducing their de- 
posits in other banks. These large imports of gold lowered reserve re- 
quirements, and the policy of the Reserve banks of releasing reserve 
funds through their rediscounting and open-market operations has con- 
tributed to the high level of interbank deposits since the inauguration 
of the Federal Reserve System. 

In the second place, the clearing and collection facilities provided 
by banks in our large banking centers have continued to be a motive 
for the maintaining of balances there by the country bankers. Mr. 
Watkins shows that, in spite of the clearing and collection machinery 
constructed by the Federal Reserve System, to a large extent “‘cus- 
tom and habit have operated in favor of the continuance of old ar- 
rangements.” Also, “the animosity raised by the par clearance issue 
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has alienated some banks.”” Furthermore, “the deferred availability 
system has doubtless operated . . . . against the utilization of the 
Federal Reserve facilities.” However, the author concludes that “the 
majority of the correspondent contacts have been continued from 
choice rather than from necessity.” 

Another factor which has led country banks to maintain deposits 
with their city correspondents has been the possibility offered of bor- 
rowing. For many banks this borrowing motive is still an important 
one. 

It is more important for country banks than for reserve city banks, and 
for country banks in the Southern States than for others. Nevertheless, cor- 
respondent borrowings of country banks are smaller relative to amounts due 
from banks than in 1914, despite the fact that country bank borrowings in 
recent years have averaged several times the amount of that year. 


Two chapters are devoted to the investment aspect of bankers’ bal- 
ances. In both of these chapters considerable digression is made from 
the problem, the problem being to show how far banks have been led 
to deposit their temporarily idle funds in consideration for interest re- 
ceived on them both prior to and since the inauguration of the Federal 
Reserve System. The analysis at hand involves chiefly the part played 
by bankers’ balances as a form and as a channel of investment from the 
view of the depositing bank; this does not directly involve a study of 
the investment position of the depositary banks; that is, for example, 
the extent to which the latter banks have made loans on stock-exchange 
collateral. The author points out—and this is significant—that under 
the Federal Reserve System bankers’ deposits 
have continued to serve as a direct means of “investment” to interior banks. 
They have furnished an investment immediately recallable in greater degree 
than before 1915, due both to the increased ease with which transfer of funds 
can be made to reserves or to outside loans and investments, and to the great- 
er ability of depositary banks to meet calls made upon them. The main con- 
sideration, however, has been the continued payment of interest. 


He concludes that “the Federal Reserve Act did less to replace serv- 
ices with respect to investment opportunities and facilities furnished 
by correspondents for making outside ‘investments’ than with respect 
to either of the other general services.” 

Mr. Watkins’ work is an exhaustive analysis of a huge amount of 
data, chiefly from the Annual Reports of the comptroller of the cur- 
rency. These data are carefully set forth in eighty-seven tables and 
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eighteen charts, exclusive of the appendix. The reader is impressed by 
the many references and the good choice in their selection. The bib- 
liography, however, is inadequate. 

Bankers’ Balances answers very definitely most of the hopes and 
fears held by students and bankers in the years of 1913 and 1914. It 
is illuminating when studied in connection with a work such as Conway 
and Patterson’s The New Bank Act, written at the very outset of the 
Federal Reserve System. Aside from its conclusions, an essential con- 
tribution of the work lies in the demonstration of the interrelation of 
the various banking series in which is traced the interdependence of the 
series until ultimately the major portion of the banking structure has 
been surveyed. 

Don M. DaILey 
UNIVERSITY OF ILLINOIS 


Hand to Mouth Buying. By Leverett S. Lyon. Washington, 

D.C.: Brookings Institution, 1929. 

Hand-to-mouth buying is a problem in the field of the co-ordination 
of specialists. Preplanning in an economic order such as ours becomes 
possible as technological changes and the ability to forecast price move- 
ments progress. A study such as L. S. Lyon’s is of interest not alone 
to the private enterpriser but also to those interested in the social 
background of business policy. 

The study is an extended statistical research concerning the phe- 
nomena which affect the management of enterprises in varying de- 
grees. The major divisions of the book are four: Part I, ‘““The Setting,” 
which is a discussion of the economic setting of hand-to-mouth buying 
with reference to the organization of specialized business units; Part 
II, “The Evidence,” which presents a careful statistical study of the 
order basis in a varied group of individual companies and industries; 
Part III, “Effects and Concomitants,” which treats of hand-to-mouth 
buying in terms of effect upon stock burden with a consideration of 
the problem of stabilizing stock burden; Part IV, “‘Permanency of the 
New Conditions,” in which the buying practices of previous periods 
are compared with those of today. Increased efficiency in transporta- 
tion and communication, more attention to market research, the spread 
of business education, the encouragement of engineering standards in 
the field of marketing, are all important factors in the problem of 
hand-to-mouth buying. 
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The reader is impressed by the abundance of statistical evidence aug- 
mented by the many useful devices which help the layman to assimilate 
the rather large amount of material. The summaries are excellent aids 
in avoiding possible confusion, but lead to a certain amount of repeti- 
tion which may tax some readers. The volume deserves a better format 
than it has. 

The evidence concerning hand-to-mouth buying comes from vari- 
ous sources. The study of orders received by individual companies such 
as a shoe company, a manufacturer of women’s hosiery, a maker of 
men’s clothing, certain food-canning companies, and a large steel man- 
ufacturing concern, are presented. Certain industries such as iron and 
steel, building materials, textiles, and canned foods are analyzed on 
the order basis. Data concerning the size of the units in the flow of 
trade, i.e., size of order and shipment, are based upon a rather wide 
sampling of one hundred and fifteen manufacturers in various fields. 

The study indicates that hand-to-mouth buying is not a uniform 
phenomenon but varies from industry to industry, although the evi- 
dence clearly shows that it is a characteristic problem. That it is not 
an entirely new problem is evident since, as the author shows, it was 
practiced for many years following the Civil War. The study indicates 
a correlation between declining prices and hesitant buying; undoubt- 
edly the decline in commodity prices which characterized the post 
Civil War period caused hand-to-mouth buying. A precise comparison, 
however, of the two periods is not possible, for the early data are ob- 
tained from statements from trade journals while the study of the 
present period (1920-27) utilizes actual data. 

A problem not undertaken by this volume, which seems nevertheless 
to be of considerable interest, is the question of the release of funds 
due to hand-to-mouth buying because of the reduced size of inventories. 
The writer does not attempt to analyze the effect this has had upon 
speculative activity in either the commodity or securities markets. 

Hand-to-mouth buying is not a single thing. It has many concom- 
itant effects in that it leads to hand-to-mouth shipping, increased small- 
order cost, and quicker stock turn. It has caused the typical business 
man to wonder whether or not certain of the small-order business is 
worth its cost. A large number of business men have no really adequate 
information with respect to order costs. No doubt the interest which 
business men have in market research is due to such problems, the so- 
lution of which are contingent upon further work of the type which this 
book represents. Hand-to-mouth buying has many significant eco- 
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nomic effects with respect to the problems of preplanning, discount 
policy, and other trade practices which may be solved only by careful 
planning and research on the part of the enterprise concerned. 

H. G. SHIELDS 


UNIVERSITY OF CHICAGO 


Men and Machines. By Stuart CuAsE. New York: Macmillan 

Co., 1929. Pp. 354. 

That our ways of living have been transformed by the advances of 
mechanical science and technology no one doubts. But what does the 
transformation mean—in terms of our health, happiness, and fulness 
of life? What is the machine doing to us? These questions—questions 
as important, probably, as any our industrial age can ask itself—set 
the task to which the author addresses himself. He refuses to be 
crushed either by the enormity of the undertaking and the paucity of 
evidence or by the conflicting and unsupported conclusions of earlier 
writers. He proposes—and succeeds remarkably well in carrying out 
the proposal—‘‘to make a beginning toward a better understanding of 
the machine, by telling what it is, what it does, and enumerating one 
by one all the major effects of its activity which can be isolated.” 

The first few chapters are concerned with the nature and kinds of 
machines and with their historic developments. Later parts of the book 
deal with the present extent and variety of machine-work (Mr. Chase 
especially emphasizes the contrasts among our relations to machines— 
flying an airplane versus sitting in a dentist’s chair, for example) and 
the endless ramifications of machine influences on man’s entire life as 
producer, consumer, and citizen. In the final chapters are set forth the 
“three great potential dangers of the machine’”—mechanized warfare 
(a most telling chapter on this) , “technological tenuousness,” resulting 
from overspecialization, and the drain upon natural resources—and 
then come the conclusions. 

Careful scientific treatment of a field so vast is manifestly impos- 
sible. The treatment is necessarily sketchy. Moreover, the book is not 
written for the scholar but for the thoughtful layman. It brings togeth- 
er a vast amount of fact and opinion, without seeking to be exhaustive 
or highly critical. The writing is in Mr. Chase’s usual happy, lucid 
style. Almost every page contains interesting scraps of information— 
often statistical—and graphic concrete illustrations. The general at- 
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tractiveness of the book is greatly enhanced, too, by the effective illus- 
trations provided by W. T. Murch. 

On the whole, Mr. Chase is a friend of the machine. He ably presents 
the dark side of the picture as well as the bright, but his own feeling, 
one senses, is optimistic. And, after all, feelings are what count in such 
matters. Compelling evidence or logical demonstration is out of the 
question. Who can say how far the characteristics of our age are as- 
cribable to the machine? And who can evaluate even the direct effects 
of the automobile or of work at a punch press? Mr. Chase, of course, 
recognizes the dearth of evidence, but plunges ahead with mention of 
this consideration and that, reference to this writer’s opinions and that 
investigator’s findings (not too accurately in a few places)—with now 
and then a pause to suggest tentative conclusions. I suspect the con- 
clusions for the most part have little real dependence on the “support- 
ing” data. 

The conclusions are of this character: If all the evil effects of the 
machine are added together, both those inherent in the use of the ma- 
chinery and those due to the manner in which the machine is at present 
operated (the division itself requires considerable hardihood! ), “the 
dangers outweigh the benefits.” “If, however, current usage can be 
modified to give the machine the maximum chance to prove its worth, 
the scale comes heavily down on the plus side.” Of the “inherent 
dangers,” “the worst of all is war, but this is subject to control if the 
mechanized nations can be shocked into making the effort 
Indeed, in the last analysis, only two outstanding difficulties seem to 
remain—the margin of technological tenuousness . . . . and thespe- 
cialized occupations, including a few in the robot category.” The lat- 
ter may possibly lead to a decentralized industrial structure; the 
former may really be a mark of superiority in social organization. The 
most important question of all is whether the “non-inherent” evils can 
be eradicated—too many machines, waste of natural resources, wastes 
in distribution, unemployment, urban congestion, etc. “Is the human 
brain capable of directing the billion horses so that they shall not con- 
stantly break into wild stampedes?” Can we, that is, move toward an 
intelligently guided industrial society, toward a “functional control’’? 

Perhaps it was foolhardy to try to write this book; but if the attempt 
was to be made, we may be happy that it resulted in the present volume. 
Of course the book is shallow in spots and unconvincing at one place 
and another. Of course it arrives at no satisfactory general answer to 
the unanswerable problems set for it. But it does call attention to many 





BOOK REVIEWS 263 


of the most important problems of our industrial society, and it does 
present many valuable facts and opinions to be considered in facing 
those problems. And it does all this in a manner that is never dull. 


ARTHUR W. KoRNHAUSER 
UNIVERSITY OF CHICAGO 


How Great Cities Are Fed. By W. P. HEppDEN. Boston: D.C. 

Heath & Co., 1929. Pp. 285. 

The trouble with many books on the marketing of agricultural prod- 
ucts is that they are indifferent to the problems of the terminal market. 
They are not sufficiently aware of the fact that the marketing of most 
agricultural products is not completed until the commodity is under 
the arm of a modern “cliff-dweller.” Today the farmer is not produc- 
ing for a local market (except in so far as the local market takes a part 
of the total supply), but he is producing for tHe market, no matter 
where the point of consumption may be. In an increasing number of 
instances the most important avenue for the disposal of the crop is the 
great city. Based on 1920 figures it would require a train 8 miles long 
to bring in the daily supply of foodstuffs consumed in the city of New 
York. This being so, those who would understand the marketing of 
agricultural products, whether they be producers or consumers, must 
know more about “How Great Cities Are Fed.”” Mr. Hedden is well 
qualified by his experience as chief, Bureau of Commerce, the Port of 
New York Authority, to explain this intricate phase of the subject. 

The earlier chapters discuss the sources of food supplies for large 
cities and the principles of distribution of foods between markets. The 
chapter “Watersheds, Milksheds, and Foodsheds” shows how economic 
barriers direct the flow of foodstuffs. A chapter is devoted to the sig- 
nificance of refrigeration as a factor which caused the opening up of 
new production areas to supply the cities. Food terminals are then 
discussed from the standpoint of local city geography: What are the 
physical factors determining the location of specialized facilities at 
the city to provide for the receipt of such commodities as live poultry, 
livestock, eggs, fresh milk? The author here uses maps of New York 
City very effectively to describe the nature of the receiving-terminals 
used in distributing various kinds of foods. 

The author takes the position that middlemen have a rather definite 
function, “to find a market among the city buyers for the large volume 
of car-lot shipments poured in from remote producing areas.” Middle- 
men are thus to be thought of not so much as any intermediary agency 
handling the product between producer and consumer but as specialized 
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classes of dealers. Under this general title are discussed such hetero- 
geneous agencies as shipping-point car-lot assemblers, traveling buy- 
ers, “operators,” co-operative associations, car-lot brokers, the f.o.b. 
auction, the city commission merchant, the jobber, the chain store, the 
push cart, and the mercantile exchanges. 

While the first seven chapters are largely descriptive of the trade 
organization for handling supplies enroute to the consumer in the city, 
the last seven are analytical and critical. The pitfalls in assembling and 
computing data for margin analysis are stressed in chapter viii; but the 
author is, however, optimistic on the worth of such studies: 

If such studies are carefully made with definite objectives in view and 
interpreted with due regard to their limitations, they may shed a great deal 
of light on the situs of our larger marketing costs In conjunction with 
more detailed cost studies, it is possible at least to infer where some of the 
leaks are taking place in the distributing system [p. 157]. 


Chapter ix considers the costs and profits of city dealers; and chap- 
ter x, terminal handling costs. The latter chapter has an illuminating 
discussion of mechanical equipment versus man labor. Here the author 
states that “in the total cost of terminal handling it is generally agreed 
that the largest item is the labor handling cost in unloading and stack- 
ing the produce” (p. 180) and avers that “sooner or later the unloading 
of cars, sorting and display (paid for by the railroad or consignee), 
and the consolidation and loading of purchases in buyers’ trucks (paid 
for by the buyer), will be performed by a single operating agency using 
power equipment wherever possible” (p. 182). 

The largest part of the price spread, however, is found in the retail 
store. Here it is maintained that the demands of the consumer for 
service play an important part in making such costs high. “(Customary 
purchases of two ounces of butter, one ounce of coffee, four ounces 
of sugar and one egg at a time are reported in the Ghetto districts” 
(p. 198). “With an abundance of hotels and restaurants, irregularity 
in home cooking is encouraged.’’ However, “the purchases of the ho- 
tels themselves reflect the small and variable units of distribution which 
characterize the metropolis. One-half box of pears, twelve quart-bas- 
kets of strawberries, and a single hand of bananas are typical examples 
of hotel purchases” (p. 198). The multiplicity of retail stores is con- 
sequent on the small units of purchase. This “hand-to-mouth” buying 
of food goes hand in hand with a growing cost of distribution. Credit 
and delivery costs also explain why retail margins are high. The au- 
thor concludes that “much of the high cost of urban distribution, par- 
ticularly at the retail store, is the result of an apathy to cost and a 
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clamor for conveniece on the part of the consumer, both of which are 
the result of present-day urban prosperity” (p. 209). It would seem 
that prosperous consumers are not paying higher prices to the farmers 
but to the agencies who cater to their whims in purchasing. 

Mr. Hedden estimates that most of the 50 per cent of the consumer’s 
dollar absorbed in city distribution of fruits and vegetables is divided 
as follows, cartage 7 per cent, spoilage 15 per cent, wages of salesmen 
16 per cent, and profit 4.5 per cent. How can these costs be lowered? 
Partially by redesign and relocation of facilities, and by substituting 
mechanical handling equipment for unwieldy horse trucks in consoli- 
dating buyer’s loads. There are economies in wages of salesmen pos- 
sible through integration of selling organizations. Here is a strong 
point in favor of the type of organization which concentrates purchas- 
ing for a group of stores at one point. 

From this account of high city marketing costs the author comes to 
the theoretical question of the future position of the farmer as a claim- 
ant for a greater share of the consumer’s dollar. The author asks, “Is 
the farmer’s prosperity dependent upon his getting a particular share 
of the consumer’s dollar?” The statement of Warren and Pearson is 
referred to: “If farmers received their pre-war share of the retail 
price, the agricultural depression would be over. The failure of dis- 
tributing charges to decline is the primary cause of the agricultural 
depression” (p. 236). The author does not believe that farmers’ 
prosperity is so closely dependent upon their share of the retail price. 
What seems more important is that the farmer receives his share of 
wholesale prices, for “a rising city distribution margin is of moment 
only when and if it restricts consumption through high retail prices.” 
Generally speaking, “consumer demand for food has been found to be 
relatively inelastic or unresponsive to price changes, unless very 
abrupt.” It is the wholesale price which equates supply and demand 
forces. 

The author puts the question practically as follows: “If the con- 
sumer now pays at the rate of $5.00 per box of apples instead of $4.00, 
while the farmer continues to receive $2.00, the producer is getting 
only 40 per cent of the consumer’s dollar, whereas formerly he had a 
50 per cent slice. True, but what difference does it make, if the farmer’s 
costs are the same, unless the advance in retail prices results in fewer 
sales of apples? The consumer may be paying the piper for the privi- 
lege of living with a hundred of his fellows in an office building” (p. 
247). The author is of the view that high city service charges are 
borne by the consumer mostly and only indirectly by the producer as 





266 THE JOURNAL OF BUSINESS 


wholesale prices are affected by a decline in retail demand due to 
higher retail prices. The consumption of foods is not greatly respon- 
sive to retail price changes according to several cities studied. 

The author shows that farmers are much interested, however, in 
transportation costs from competitive areas. If any producing section 
can secure a rate advantage, a higher percentage of the wholesale price 
is securable. The concluding chapter explains the growing importance 
of the government in food merchandising. 

This book is a welcome one to students of agricultural marketing, 
for it dispels many fallacies due to ignorance of city conditions. It ex- 
plains the high costs of city living, and throws light on ways for their 
reduction largely to the benefit of consumers, although partially to the 
benefit of producers. 

JoserH G. KNAPP 


Nortu CARoLina STATE COLLEGE OF AGRICULTURE 
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